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MARGARET MARY MC DONNELL MURPHY, et al. 


vs. 71 Civ 461 


71 Civ 1940 
MC DONNELL & CO., INC., et al. 


May 14, 1975 
10:00 a.m. 


Trial resumed. 


(In open court; jury present) 


PALUSG MC By (ON Bal an resumed. 


CROSS-EXAMINATION 


BY MR. BEEBE: 

Q Mr. McDonald, yesterday you testified about 
some events that ecaureed late in 3968 when you were 
invited to look at the company, McDonnell & Company, 
and asked whether you could arranage or yourself contribute 
funds to its capital. 


What was the form in which you were asked 


to make that investment? 
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A It would have been in the form of a subor- 
dinated loan. 

9 And did you examine the subordinated loan 
nstrument that you were being asked to enter into? 

A Yes, sir. 

What conclusion did you reach? 

A I concluded that it was not a relationship 
Gatah I would enter. 

10) And what was your reason for that? 

A The subordinated loan agreement, in my 
judgment, surrenders substantially all eit of the 
lender to his money and subordinates it to a very high 


degree of risk. 


I think that my comment at the time was that 


I might just as well walk over to the window and drop 


a 


the money out. 


Q Did you look at the financial and operating 


condition of McDonnell & Company at that time as well? 
ii A Up to a point, yes, sir. 

QO Had you observed at that point in the fourth 
quarter of 1968, that the business of the company, 
brokerage activity sais slowed down? 


A I did not at that time ohserve that fact. 


I saw it later in retrospect. i 


McDonald-cross 


Q Sir, if I might remind you from your 


deposition, page 13, your answer was to the question: 


i 3 Can you tell me what information you received 
that led you to the conclusion it was not an opportunity .. 
which you felt where you should invest your money? " 

You said: 

"A They also gave we a financial statement 
which indicated that the brokerage activity of the 
business had slowed down in the fourth quarter of 1968 
and, of course, this was expanded levels of expense." 


Does that refresh your recollection that you 


A Yes, they did give me such a statement. They 
couldn't have given me such a statement for the fourth 
quarter before the end of the fourth quarter. 

.@) So the statement they gave you during the 
fourth quarter indicated that business haa already 
Slowed down somewhat in the hrokerage area? 

A Well, I always have difficulty pinpointing 
the time six years ago when I learned a fact. 

0 In the course of making your decision not 
to make the investment at that time, were you told 
that they were having problems with the requirements of 


the New York Stock Exchanqe? 


SOUTHERN DIS!l.ICT COURT REPORTERS, U.S. COURTHOUSE 


FOLEY GUAR RIE VOW 32 ¥. ppt 8 
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McDonald-cross 1830 

A I was told that they were having capital 
problems. Now, again, whether I learned that it was a 
325 problem then or whether I learned it later is very 
difficult for me to identify. 

(9) If I remind you the n2xt pege of your 
§ deposition which you gave in this case on October 9, 1973, 
— a year and a half ago, your recollection might 
have been a little better. The answer to the question 
of whether you were informed prior to April Gf 1969 ‘that 
they were in vielation; your answer was: 

"They told me they were hadi seuTee with 
the requirements of the stock exchange. Exactly which 
problems they depicted and whether or not they indicated 
that they were in violation I can't be certain, n 
feel very strongly they did not tell me they were in 
fact in violation of any requirements of the New York 
Stock Exchange, or plainly I wouldn't dale even considered 
the investment.". | 

A I don't see that that conflicts with what I 
just said. 

0 My question is, sir, why would you not have 
-even considered the investment if they were in 
violation or i hey told you they were in violation? 


A Well, it would be a very poor judqmer . 


‘ 


| 
| 
| 
| 


| 
| 
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MR. BROOKS: It's a hypothetical question 
since that State of facts, zccording to the witness' 
testimony, was never presented to him. 

MR. BEEBE: I believe the evidence indicates 
the state of facts did exist. 

MR. BROOKS: Not to the knowledge of the 
witness. 
| THE COURT: I'm not so sure this is relevant 
to our inquiry. 

You are then going to draw some parallel 
to somebody else where the facts may be different? You 
are seek an opinion from this man as a potential 
investor. How does that bear on any other potential 
investor or actual investor? 

MR. BEEBE: For instance, your Honor) if 
the jury finds that the -- 

THE COURT: Let's not get aes alternatives 
of that. kind, Do you “hain they can draw a conclusion 


from what this man might or might not have done in '68 


as to what someone else in the McDonnell family might 


or might not have done in '69? 
MR. BEEBE: This is 1969, the end of ‘68. 


THE COURT: He is talking about '68, the 
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. 


Mcr onald-cross 
I am going to sustain the objection. 


MR. BROOKS: It's important to note Mr. 


McDonald was investing other people's money, not his 


own. 
THE COURT: I don't think the opinion of 


this gentleman is relevant or probative. 


sih 1 McD cnald-cress 
BY MR. BEEBE: 

Q Ware you informed at that time of the — of 
the beoks and records of MeDennall & Company for the ysar 


1958? 


1958? 


A By “at that time” you mean the Last quarter of 
Q At tha tima you were making your decision, which | 
I wmderstand was the last quarter of 1968 up to February | 
of 1569? 
MR. BROGZS: Gh, your Honor, that testimnay 


has never been given by the witness, up to February, 1959. 


MR. BEEPE: It was made in his aida 


questions bafore you made your final decision not to go 


aheed with some. imvestrent? 


A It was in February of 1959 that I came up fre 
Florida and told them that I was not going to maka tha 


investrant, 


Q Now, having laid that foundaticn, ware you informed 
prior to that tima as to the status of the books and 


records cf McDennell & Company for the yorr 1968? 


| 
THE CCORT: Let's iay a £oundatien, then, fer | 

Q How long did you consider or réviaw the 

| 
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a Well, I don’t mean to be evasive, Certainly rt 


eee eo nee tres totem mamaeemarone sme Mme 


slh2 a te _ McDonald-—cross 

was told hew.the rene was going. I saw financial . 

staterants as recent as they had et that time, and I saw 

a rather detailed cash flow projection for the future of 

the business. ‘s 
Now, I certainly didn't go into books and records, | 

which I think is your term, myself fully in an accounting | 


gense. : 


Q I didn't mean it in an accounting sense; I meant 


it as of the status of the records of the company, its own 
record keeping, if it had any record keeping problems at 
that point. 
A Oh, record keeping problems? Yes, Y was definitely 
told that there were record keeping problems. 3 
Qo And ware you told that those record keeping 


problens cema from the attempts to automate, put the 


company's records: on a computer? 


A That wes the primary cause er blamed, yese 
Q Were tha record keeping problems and the capital 
problems given to you as soma of the reascns for requesting 
you to arrange or help to raise sora capital? 
A - Not really. The primary reason given to m 
was growth and expansion. 
MR. BROOKS: Your Honor, I am going to object for 


the same reason wa did before, that I dea't think it 


| 
| 
| 
| 
BEST GOPY AVAILABLE 
| 
| 


slh . MecDonald-cress... 1835 
appropriate to try to draw a parallel of Mr. McDonald's 
experience as investment adviser and decisicas about whether 
or not to put his client's meney into this firm. ; 

MR. BEEBE: That is not the sole purpese of bring 
up his testimeny, your Honor. The purpese is to bring cut 
what was known to the company at the time and what the - 
company informed the man who askad the right questions. 
— were the facts that the company had in its possession, 
and there could ba, then, no questicn if wa can show it -- 

THE COURT: Objection sustained, 

Q Did there coma a time when Margaret Hurray 


Mupny came to your office with her husband and discussed 


pinpoint that, I believe, in Septembar, 1°69. 

MR. BROOKS: I rese to object that it was not 
within ths scope of the direct, but I am not sura about 
that now, so I will sit down. | 

A They could have, counss!, There wera many visits 
by many peopis, and I an having difficulty recalling that 
specific visit with these people, but they certainly could 


hae. 


Q Well, Mrs. Murrhy, do you recall her requesting 


| 

! 

| 
with you har subordinated pa iticn at the company? I can | 

| 


quite vigorously the right to withdraw from the company, 


withdraw her subordinated account? 
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A I don't recall that, but that doesn't meen it 
didn't happen. 

Q Do you recall the telephone conversation with her 
which one might characterize as extremely vigorous on her 
behal€ making this request? 

A I recall one or two telephone conversations with 
her in which she expressed soms discontent with the state 
we affairs. Whether she specifically on some particular 


telephone call demanded anything in particular, I honestly 


don‘t recall. 


Q Did you at the meeting at the Carlton House offer 
Mrs. Anna McDonnell the opportunity tc withdraw her sub- 
ordinated account? 

A Ch, I would not think so, counsel. I don't believe 


we offered anybody any out at any time. 


That would include Mrs. Murphy? 


X think that is correct. 


Mrs. Murphy was at the Carlton House meeting, was 


XI don't know. I was more or less esked that 
yesterday, and I went into that meeting without, I think, 
being introduced to the individuals. So they could hava 


been there. 


Q Woule you'know of any reason why she had not 


sih 


McDcnaj)d-cress 


been invited? 


A 


Q 


‘No. 


You manticned a black Friday plan yesterday. 


Will you describe for the jury what black Friday plan is? 


A 


Well, in many ccmpanies, at least in my ccmpany, 


that is just a handle that we use to describe a dom side 


contingency plan. 


Q 


A 


business. 


Q 


Was that plan in existence in writing somewhere 


A 


Q 
scene? 


A 


Q 


A 


if evarything gees wrong -- 


- hera is what we could do to liquidate tha 


You mention that the staff had prapared that. 


a 
‘ 
‘ 
{ 
' 
i 
' 
' 


Piecas of it ware in writing. 


Was it in existence before you arrived on tha | 
i 
i 


May I answer that a little more fully to clarify it? 


Pieces of it wara. 


Please do. 


I really doen't think that the plan was develeped 


before I got thare, becauss there wasn't any contemplation 


given to liquidating the cempany. There were two or three 


direction it should go, so they had put tegather alternative 


plars for closing down this part which wa don’t lika, closing 


| 
vary vigorous schools of thought in the company as to which | 
| 
| 
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down that part which you doen't Lika. 

Q ‘Did they receive any direction frem the New 
York Stock Exchange? 

MR. BROOMS: If he is asking the witness what 
direction they received, and the witness was not on the 
scene, X will object. 

THE CouRT: Yes, sustainsd. Absence of foundation. 
BY MR. BEEEE: 

Q Do you know from what you learned after you 
came on the scene whether before that tima McDonnell & 
Company had received any specific direction from the New 
York Stock Exchange? 

A I really can't testify as to what was -- what 
transpired before I got there, no. 

Q You testified yesterday -- moving now to a pericd 
in 1970 -- that the SEC moved to impose sanctions on the 
firm or individuals in the firm for pricr practices. 

Were you one of those inclividualis? 

Oh, no. 

Was this before your tenure? 


Certainly. 


Q What were'the prior practices? 
A 


Well, by and large they wero brokerage practices 


' 


performed by individuals in various branch offices years 


Bih McDenald-cross 
before even -- 


Q ‘Apart trom the brokerage practices, what ware 


A Then there were scare management problems 
particularly regarding the chief executive of McDonnell . 


& Ccmpany. 


Q Anything -you can recall? Ware there capital 


enabtucane 
A Ca, wall, this is within the compass 
of the management preblems, to my recollecticn. 
Q Raecerd keaping problems? 
A See 
Q How far back did they go? 
A How far back did the probloms go or the charges? 
The chargos. 
I dea't know. 
The problems. 
I would say it ‘ile years rather than weeaks. 
Q You menticnad a press rajaase in August, 1963. 
Did the company ever issue a later press release or. 
any othor public announcerent changing or sai lucite 
what hed gona out in tha first preas raleasa? 
A No, I doen't recall that they ; ever did. It was 


considered, but there never was a micment during the ensuing 


SOUTHERN DI. 2ICT COURT REPORTERS, 11S COURTHOI'S! 


redirect 
months when we didn't think that ws might have more 


less that sama $3,600,000 from soma cther source. 
Q But it never came in? 


A It never cano in. 


silh McD onald-cross 1840 z 
| 
| 
| 


MR. BEEBE: No further cross. 
UR. BROGHS: I hava one or two questions on redirec 


REDIRECT EXAMINATICY 


4 


} 
| 
By MR. BRCGS: eG? be | 
Oi McDonald, you said that when you analyzed | 
the iecadeciiieads ins wench which was proposed that your | 
iuianee might a tea, eee into McDennall in the late 
1968 period, you iinet from reading that agreement 


that was not the. position that you would advise an investor 


to take, sir. 


Now I show you Plaintiffs! Exhibit 3, waich is 


Mrs. Murphy's subordination agreemant, and ask you ie 
that was the kind ct agreement that was enero to you 
at the time in late 1968? 

i: A This is a rather lengthy document. 

Q I realize it is sesewhat unfair to ask you to 
make an ahalysis of it while you are sitting here, but 
perhaps without doing that you can get at it another way. 

Can you tell ma what particular features in 


the subordination agreement that was presented to you you 


sih McDenald-rediract 
found objecticnable and why? 

A Well, I think if I had time I would be able to 
identify language in here ~- maybs this is it here in 
the subordinaticn, sacticn 2, which makes iindliciaes that 
the investor in the evant of-any kind of troubla is ies f 
solutely the last ..persen to get any monsy ont of the firn, 
and I would think that normally a creditor position would 
™ batter than that. 

Q In other words, a bank making S Loan fo. va 
broksrage firn would stand ahead 23 a matter of priority 
to a subordinated lender? 

A So I understand, 

Q Would a subordinated lender, as you understcecd 
it, be in a worse position than a stockholder holding equity 
stock? 

A Well now, just right now wena analyzing this 


XI couldn't answer that question, ie waiting this 


gukvenducs substantially all eaGOE Sy and there are plazas 
you can put your mcney where you den’t have to do that. 


Q Can you tell me from the review that you have 


| 
1 
Serres as I recall reading it nix or seven years ago, 7 
{ 


made of Exhibit 3 whether it was in general the same kind 


of subordinaticn agreamant that you considsred in late 1968? 


A I clearly remember score of this language, counsel. 
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(Pause) 
aw (Continuing) If this is different om the 

subordination agreement which I viewed at the time, 
I cannot: presently identify the aGifference. 

The substance of what I see here is the sort 
of thing that frightened me away, and I would read one 
sentence as an example if you would want me to. 


Q Please do. 


A "With respect to each account the owner 


hereby agrees to subordinate and hereby irrevocably 


does subordinate any and all claims which he has as an 
owner, creditor, or otherwise may now or at any time 
hereafter have against the corporation to the claims of 
all other —— and future creditors of the corporation 
arising out of any manner occurring." 

It seems to me that investing your money 
subject to claims of unknown future wigs tea and events 
that will happen.down the — is nota risk that a 
professional investor would take. 

(9) Youdiscussed with Mr. Beebe this morning 
whether it had been explained to you in Februray of 
1969 whether, I guess it was the back office or books 
and records problem, I‘m not sure which phrase he used, 


' 


had been caused by the computer conversion. 


McDonald-redirect 
A Right. 
(9) = you learn when you came upon the scene 
in the summer either through the records of the firm 


that you might have examined or through personnel with 


whom you spoke who were present at the time, that while 


the conversion was being attempted the firm had run a 
parallel system of record keeping on its already 
established NCR system? 

A Yes. There were two systems in operation. 
The old manual system, which I understood was deficient, 
and the new computerized system which was very expensive 
and I understood deficient. 

The analogy asens to me was they had the front 
end of a Rolls Royce and the back end of a Model T. 

Q Was ‘the front end, the Rolls Royce, in the 
testing stage in late '68 and early '69, if you know 
‘Sram your examination of the records sera conver- 
sations? 

A I would say it was in the testing stage and 
more. They were testing it and they kept trying to 
convert certain parts of the work load to it. 

1) Do you know what schedule they were on when 


they converted what part? 


MR. BEEBE: I object to extensive testimony 
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before the gentleman was there. I was biocked in that 
line of inquiry in my examination. 

THE COURT: Is that a hasis for competent 
knowledge of this witness, Mr. Brooks? 

MR. BROOKS: Well, the witness hastestified 


thatwhen he arrived in June or July he did have dis- 


cussions with employees that had been there in the 


past and had reviewed some of the records. “TE he didn't 
learn this knowledge, he can't answer me. If he did 
perhaps he can. 

MR. BEEBE: I suppose it's also hearsay. 

THE COURT: I sustain the objection. 

Q Mr. McDonald, you testified that you had 
received a telephone conversation or you had a telephone 
conversation, perhaps a meeting with Mrs. Murphy and that 
she was dissatisfied with the state of affairs at McDonnell 
& Company, but you weren't sure whether ig asked to 
withdraw her account or not? 

: MR. BEEBE: I object to the characterization. 
I don't think that's what he testified to. 

MR. BROOKS : I'm just trying to focus: the 
witness. fy waeelsee the characterization. 

Q I want to direct you to whatever conversations 


you had with Mrs. Murphy either on the telephone or in 
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writing. after the time you came to McDonnell & Company. 


I want to ask you if she ever told you she had ‘been 


asked to make her subordination in February of 1969? 

A My word, I mean words were used. siniastiiins 
those were among them I can't recall. 

0 Can you tell me what she said? 

A Can I tell you what she said? 

fe) In that vein. 

A She certainly expressed some doubts, at 
least, as to whether she had been fully and accurately 
informed. 

@) And what did you say to her? 

A Oh, I don't know that there was much I 
could say to her as to communications given to her before 
I was on the scene, in some cases by family members. 
What do you say? 

0 How about Mrs. Anna ee Gid she ever 
tell you that she believed she had been defrauded? 

No, sir. 
MR. BROOKS: No further questions. 
RECROSS EXAMINATION 
BY MR. BEEBE: 
Q Just one or two questions on this Exhibit 3, 


, 


Mrs. Murphy's subordination agreement. 
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Sir, this has a hundred-day withdrawal 
provision in there of some sort. Do you know if at that 
time the people who had this kind of agreement could with- 
Graw on a hundred days notice, and by that time I mean 
August, September 1969? There is also a provision 
in there about permitting the withdrawal unless the with- 
drawal will put the company over certain monetary 
limits. 

MR. BROOKS: ‘eh, Lis tor avecon= 
clusion of law by the witness. 


MR. BEEBE: He was experienced in that 


THE COURT: I had thought it called for a 
statement of whether anybody made an effort to avail 
themselves of any clauses. 

MR. BROOKS: It wasn't that narrow, your 
Honor. It was more in terms of seisiihiass tein was 


such a prohibition against availing oneself of that 


diene. 

THE COURT: Do you want to direct his 
attention to the clause and ask him what he knows about 
Le? : 


Q Sir, you were well acquainted with the 


capital situation of McDonnell & Company in the summer 
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and fall of 1969, were you not? 


A 


q MR. BROOKS: Your Honor, I am going to 
add an objection. I think befere we go along this line 
ay : we first should establish whether any s:ch demand was 


— I. made. Because if it were not made then I think these 


questions are irrelevant. 
: MR. BEEBE: I disag.ee completely. B i 
there was no purpose in making it, if it would be an 
empty act. That's the question. 

THE COURT: You have to go more than that. 


You have to prove people knew it woulé be an empty 


acts 


MR. BEEBE: That's what I am asking this 


itness. 


THE COURT: Let's get down to that. 


. 


Q Mr. McDonald, I am trying to find the 


Particular clause. I @irect 


your attention to page 10. 


That's: where: DTwam. 


You are already there. 


I'm glad you found it. 


I'm glad you found it. And I'll read here: 


"Prior to the occurrence of an event of 


Subordination the owner shall have the right at any time, 
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and from time to time in each instance on at least 30 
days prior written notice delivered to the corporation, 
to withdraw securities from an account if after such 
withdrawal the aggregate indebtedness of the corporation 
would not exceed 1500 per cent of its net capital 
determined in accordance with the capital requirements 
and regulations of the exchange applicable to the 
corporation as promulgated by the exchange and in effect 
at the time of the eancemenmane” 

We are in the summer of 1969. Could 
Mrs. Murphy have withdrawn her funds -- 

MR. BROOKS: I object to the question beenuse 
that passage Mr. Beebe read is prefaced by the condition 
prior to the occurrence of the event of subordination. 

I think we can't answer this in the abstract unless we 
know there was such an event of subordination. 

MR... BEEBE: I'm getting at his 1500 per 
cent and then we, will pate abigwe construction of the 

Sammi in terms of how it fumctions. 

I believe an event of subordination is defined 

on page 3, your Honor, top of page 3, little "g", to the 


effect that the company goes bust. 


I also object to the distinction that counsel 


| 
| 
| 
| 
MR. BROOKS: I object to the characterization, 
! 
| 
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is apparently flying over between withdrawl of securities 
under an existing subordination agreement, which is the 
paragraph 7 he is reading, and expiration of the 
existing subordination agreement, which is where he 
started, paragraph la. I think they are not at all 
related. 

THE COURT: At this point I will overrule 


the objection. 


Are you able to answer that question? 


THE WITNESS: Could somebody tell me which 


question now. 

THE COURT: Whether in Auaust of 1969 
Mrs. Murphy could have taken her money or securities 
out under this agreement? 

That, I suppose, gets you down to the 
question of what the capital ratio was. 


. 


THE WITNESS: Exactly. All right, I under- 


My answer has to be I do not know. I think 
that I have said before that we were into some very 
serious definitional problems since this was an early 
case in the distress of the Wall Street houses, and we 
really did not know in some cases what items could be 


considered capital for 325 purposes and what could not. 
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We had to presume the most conservative 
stance. ap sure that if Mrs. Murphy asked for the 
return of her investment and it would be very difficult 
to interpret her attitude as anything else, we had to 
decline because we weren't sure whether that single 
act might put us over the 325 line. 

(@) In any event, you did decline? The company 

did decline? 

MR. BROOKS: I object. 

THE COURT: Has there been any showing of 
a demand? 

MR. BEEBE: His last words were that it 
was hard to interpret her attitude as anything else. 

MR. BROOKS: Mrs. Murphy testified she 


never made a demand. 


THE COURT: I seem to recall some proof that 


could be so en ae In any event, the record speaks 
for itself and the jury will have to makea determination 
said on the evidence before it. 
Go ahead. Next question. 
Q You mentioned after examining the subordination 
that was tendered to you in 1968 or early 1969 you made 


the determination that that was a risk that no professional 


investor would take. You just testified to thaton 
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Mr. Brooks' redirect examination. 
A : That was my conclusion. 
Q Was it a risk that a non-professional investor 
should take? 
MR. BROOKS: I object. 
THE COURT: Sustained. 
MR. BEEBE: No further recross. 
MR. BROOKS: One question, your Honor, just 
in this area. | 
REDIRECT EXAMINATION 


BY MR. BROOKS: 


Q Look. at page la of the subordination aqree- 


ment, where it says: 

"The agrement shall expire the hundredth 
day following the day on which the owner delivers written 
notice to the corporation demanding termination of this 
agreement." 


A I don't see any la, counsel. 


MR BEEBE: He means paragraph la, I believe, 


Q The first page, right about in here (indi- 
cating) 


Let me read that so we 2i1 have it before 
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"Expiration date ¢.all mean the hundredth 
day folievtes the date on which the owner delivers 
written notice to the corporation demanding termination 
of this agreement." 

While you were functioning as an officer 
or consultant to McDonnell & Company, Mr. McDonald, 
did you ever get such a written notice from Mrs. Murphy? 

A ~—s “No, I don't believe I did. 


Q Did you ever get it from Anna McDonnell? 


A From Anna McDonnell 
Q In respect to Anna McDonnell's subordination 


agreement which we come to know has been cuced ~- 


A Her own personal investment? 


Q Mrs. Anna McDonnell's subordination agreement 


which is a form almost identical to this and it's in 


evidence.. 


A You are speaking of her as an individual 
and not as trustee of the estate? 

12) Yes. 

A No, I don't believe we ever did. 

Q Did you ever see or hear of such a document 
being in the records of McDonnell & Company, which 
document might have arrived prior to your arrival in 


late June and July? 


McDonald-redirect 

No, I don't believe I did. 

MR. BROOKS: No further questions. 

THE COURT: All right, Mr. McDonald, you are 
excused. 

(Witness excused) 

MR.) (BROOKS: Your Honor, we have now a brief 
reading from the deposition of Fred J. Stock, who is 
a deceased officer of the exchange whom we heard about 
in the testimony. Again Mrs. Solomon and Mrs. Lichstein 
will do the reading. The depcsition was taken by Mr. 
Dubin a few years ago. 

MRS’, LICHSTEIN: ve are going to start on 
page! 3. 

“0 Mr. Stock, will you tell me something 

about your educational background, starting with approxi- 


mately graduation from high school. 


On I graduated from Archbishop Stepinac Hiah 


School, White Plains, New York, and from the Hackley 
Schau, Tarrytown, New York. I then graduated from 
Purdue University in 1960. 

i 8, What degrees did you take at Purdue? 

"A Bachelor of Science and Industrial 

Les: 


a. Did you have any further education or 
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training? 

“AD I've taken certain other special courses, but 
none leading to a dearee. 2 

"Q What other special courses did you take? 

"A Courses in data processing, brokerage account- 
ing, brokerage procedures, that type of course. 

*) Where did you take those courses? 

"A Various places. The IBM schools, Pace 
College, New York Institute of Finance and New York 
University. 

| "9 How old are you, Mr. Stock? 

"A i 

"Q When did you first become employed on a 
full-time basis? 


"A July of 1960. 


"Q. Would you relate to me in a chronoloaical 


order your vocational background? 


"A In July of 1960, I joined the brokerage 
firm of sibihaste & Dominick, in the operations area. 

I worked through several departments there. And I 
believe it was January of '65, I went with the 

Midwest Stock Exchange Service Corporation as a systems 
representative. 


"oO What is a systems representative? 


1855 


"A A systems representative is responsible 


for converting broker-dealers to the computerized 


bookkeeping system offered by the Midwest Stock 
Exchange Service Corporation. 
"Subsequent positions with the Midwest were 
that of systems manager, and then a vice president. 
"9 Fs thie SstrllL out in the Midwest Stock 
Exchange? 
wa Yess Sat “isi. In December of ‘68 I left the 
Midwest to join the New York Stock Exchange staff. 
"“O In what capacity did you join the New 
York Stock Exchange in December of 1968? 
"A As Assistant Vice President and an Associate 
Director of the Department of Member Firms. 
"© You ‘said Assistant Vice -President and 
Associate Director of the Department of Member Firms? 
TS Yes. 
Have, you gnemimes those titles to the 
or have you -- 
No, I'm now a Vice President of the 
Exchange. 
“oO When did you become the Vice President 
of the New York Stock Exchange? 


"AR About t wo and a half months ago. 
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*Q Prior to being made the Vice President of 
the New York Stock Exchange, you held the titles of 
Assistant Vice President and Associate Director? 

"A That is correct. 

"@ What were your duties as Assistant Vice 
President in the year 1968 and, 19692 

oe My primary duties were with respect to the 
"operational and eaneead, surveillance of member 
organizations. 

7 By capital surveillance, do you mean checking 
the Rule 325 computations submitted by member firms? 


"A Yes. 


“© What were your primary duties as Associate 


Director of theDe partment of Member Firms during 


these same two years, 1963 and (1969? 

"A The same. 

=0 Capital surveillance? 

OR 

Page 10: 

"Q Would you tell me who your direct superior 
was, the gentleman you reported to? 

"A Mr. Robert M. Bishop. 

"@ Mr. Bishop was Vice President and head of 


’ 


Department of Member Firms? 


REPORTERS. U.S. COURTHOUSE 
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Page 47: 


8, Is there a procedure now in existence at the 


New York Stock Exchange, requiring the providing of 


financial data of a member firm to a subordinated 
lender, prior to the subordinated lender making the 
loan? 

“Kk There is not a procedure of the Exchange 
per se for it to provide data to the subordinated 
lender. 

"0 By procedure, you also include that there 
is no rule in existence? 

"A That's correct. The exchange does not 
provide any information to them. 

“0 I'm ‘sorry, I'm losing you now. 

"A I say, the exchange does not provide any 
inférmation to the potential subordinated lender. 

"9 Were.you aware in 1969 of the existence of a 
rere which has been termed a 'knowledgeability 
letter'? 

"A Yes. . 

"0 Can you tell me the genesis of this 
type of letter? 


on That letter was required by the exchange 
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in certain instances to dispel the potential lender 
from any possible belief that he has a form of pro- 
tection from the exchange in conjunction with his 


capital contribution. 


"dO Do you recall when the use of knowledge- 


ability letters first came into existence? 

"A I would think the first ones were required 
Some time in '68 or 1969, on a selective basis. In 
1970, such language became incorporated in our 
standard acveements. 

"O In the standard suhordination agreements; 
is: that correct? 

“A Yes: 

“Oo Did the New York Stock Exchange draft 
suggested forms as to the subordinated loan aqreement? 

WB, In what period of time? 

"0 1968), E969. 

"A There was a eee form that was used by 
the majority of member organizations. However, they 
did not have to specifically use that form. 

“2 Could the member firm use its own form and 
seek approval ofthe New York Stock Exchange as to the 
“type of subordination agreement being used? 


"A Yes. 


1859 

"Q And that was followed in many instances, 
I take it? 

"A In some instances, yes. ™ 

"9 You mentioned a few moments ago that the 
use of knowledgeability letters was required ona 
selective basis. Can you tell me who made the 
decision as to what member firms having subordinated 


lenders would have knowledgeability letters issued? 


"A That decision generally would come from 


one of three sources: Mr. Bishop, myself, or the 


coordinator for the member organization.” 
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"Q ‘Do you know who the coordinator was for the 
firm of McDonnell & Company during the year 1969? 

“A I believe during the year of 1969, there was more 
than cne cosrdinator for the firm. | 

“Q I believe one of them was Mr. George Newman. 
Would that be correct? 

“A I balieve Mr. Newman bscame the coordinator some 
— during 1969. 

"Q Do you know who was his predecessor’ 

I believe it was Mr. Schuette. 

Mr. Herbert Schuette? 

Yes. 

You mentioned that in addition to the cocrdinator, 
it was ltr. Bishop cr yourself who chose what firm should 
issue a knowledgeability letter; is that correct? 

"A Yes. 

"2 Do iieupaint as it relates to McDonnell & 
Company, informing McDoanell & Commany that they were re- 
quired to issue knowledgeability letters? 

) “A I don't specifically recall. 
"Q° Can you tell ms what criteria you used in 


determining what member firm sheuld issue a knowledgeability 


_ letter to its subordinated lender? 


“A There were not specific criteria. It was a. 


sih 2 
matter of judgment... 

"Q. And in this juagrent, you would tuke in all the 
aspacts as to tha financial and cperating ccnditicns 
existing in the mamber firm? 

"A Among other things, yes. 

What would be the other things you would consider? 

"A I think another consideration would be who was 
the party contribwting capital. 

"© By that you mean the dagree of sophisticaticn 
of the party? . 

"A The degrea of sophisticatica, tha degree of 
closeness to the msmber organization. 

“Q Do you recall approving a subordinated loan 


for the firm of McDonnell & Company during any part 


"A I recall that thare were capital infusicns 
approved by the Board of Governors during 1959. 

"Q That's the Board of Govariors. Do you recail your= 
sake having seen applicaticns for subordinated loans to 
McDonnell & COMpERys in your capacity as Associate Diractor 
and Assistant Vice President? 

"A I don*t racail having S3en specific applicaticn 
or subordination agresrents in that period myself. 


"9 I believe you said somsthing to the effect of 


a 
a 
| 
| 
| 
| 
| 
| 
| 
| 
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depending on who.the person is, as to the subordinated 
loan, end I believe I mentioned to you the degree of 
sophistication. Is there any other aspect that you can 
tell ma about as to seats you would choose to have a 
knowledgeability letter issued? 
“Mr. Brooks: Mr. Stock has told you of some other 
factors, Mr. Dubin. You mean other than those cther factors 
“Q You said degree of sophistication was one aspect. 
Could you tell ma other ones? 
“MY prooks? He already has told you other ones. 
“Q Would you be kind enough to tell me again? 
“Mr. Brooks: No, he won't tell you again. We 
oaly answer the sama question once." 
Then there was an objection, and then follows 
this questicn: 
"Q Would you define what you mean by ‘degree of 
closensss'? 


"A By ‘degree of closeness,’ I would mean - 


primarily is the capital contributor himself a member or 


allied member of the organization, or a member of his 
immediate fanily.. 
"Q. What difference would that make to you in your 


determination? 


“A Well, the members and allied members, particularly 


sl h4 "Stock 
these who are principal executives of the organization, 
as well as thair immediate family, we felt were more likely 
to know all of the material facts about the condition of 
the organization than, say, some customer who has an account 
there, and who has been asked to subordinate his account, an 
has absolutely no other relationship with the firr. 

"Q Did you maka an investigation to determine 
— yourself whether the propesed subordinated lender had 
indeed been informed of the financial and/or operating 
ccernditions existing at the member firm where the proposed 
subordinated loan was to take place? 

"A No, we did not. 

"Q. But you did make a diffarentiation in your mind 
as to the type of person making the subordinated loan?” 

There was a discussion and then another question 

was asked: 

“Q You did make the differentiation in your mind? 
You said degree of cleseress— 

"A This wag cne of tha eT ee ee 
in our judgment as to whether or nct we should request 
a letter. 


"0 Ths lstter we are talking abeut, the 


knowlecgaability letter, can you define exactly what, in 


Substar ce, that letter stated? 


“Steck 
“A In substance, it. stated that they have made 
whatever review of the finencial and operational condition 


4 


of the member firm they deem is appropriate; the fact that | 


they are nct looking to the Exchange, its officars, governors, 
special trust fund, for any information with respect to. 
the firm, or any protection for their investment. 

"Q You have now named two criteria, that being 
the decree of oe ae and the degree of closeness, 
and you defined what you mean by decree cf closeness. 
Were there any chee criteria that you had in mind? 


"A I believe I also stated it was the financial 


and cperational condition of the member organization. 
"Q And you had determined the financial and operating 
cendition of the member firm how? 
“A Based upon the informatica which tho Exchange 
had on the firm, 


“Q Would you look to the last financial analysis 


of the member firm's capital ratio, or did you look to 


| 
the past record for the mamber firm fer the past year, or | 


what analysis dis vou make as to the financial and operating 


condition? : | 
| 


i 


“A We probably looked at the most recent data wa have.” 


MRS. LICHSTEIN: Page 79: 


“Q Have you hac, during the year 1969, conversations 
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or correspondence or meetings with any member of the 
Sacurities & Exchange Commission in relatim to the firn 
of McDonnell & Company? 

"A Yes. 

"Q Would you tell me whether it was a correspondence? 

“A X doen't believe I had any correspondence with 
the SEC staff. 
; “Q Did you beccme aware of ccrrespondenca tothe SEC 
stafit? 

"A During 1969? 

"Q #=‘That‘s correct. 

"A I beliave there was correspcndance between tha 
Exchanga and ths SEC. 

“Q Do you know who at the Exchanga initiated or. 
was the recipisnt of these corresncndence? 

"Rh Wot specifically. | Ae 


"Q Did you have conferences with members of tha SEC 


staff as it ralates to McDcnnall & Company? 


"A At the moment I den't recall any specific ccn- 
ferences as it ralates to McDonnell & Cempany. 

“Q Did you have ccnversaticns, phone conversations, 
with members of the SEC staff as it relates to McDennell 
& Company? 


"2 Yes. 
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Who did you have these conversations with? 
I've had conversations with Mr. Barton. 
Joseph Barton? 
Yes. 
Of the New York Regional Office of the Securities 
and Exchange Coomission? 
“A Yes. 
"Q Who else? 
"A I may have had conversatioas during that period 
with Mossrs. Duffy, Sporkin & Pollack. 
"Q Those would be members of the SEC staff in 
Washington? 
"A Mr. Duffy was in New York. 
"© Mr. éxavion and Br. Pollack are Washington SEC 
staff members? 
S Mees. 
“Q Do you recall the substance of an conversations 
as to McDonnell & Company with thaca gentlemen : you just 


manticoned? 


“A It would be a general discussion of the condition 


in the firm, as we knew it to exist at that particular 
maoment in time. 
“p Were you aware, during the year 1959, of an 


investigation of the firm of McDonnell & Company by the 


RES) "Steck | 
Securities & Exchange Ccamission? Were you made aware of 
such an investigaticn? 

“A I am aware that there was such an investigation. 
I'm not sure if I was made aware of it during 1969 - 1970. 

"Q Do you racall what the substance of this investi- 
gaticn as to McDcnnell & Company censisted of? 

"A As I recall, its initial fecus was on compliance 
— Regulaticn T. 


"Q Do you recall whether the investigation included 


anything besides the investigatica of Regulaticn T? 


ea I believe that ultimately it included bcoks 


and records and capital, as well as Ragulatiocn T. 

"Q Did you, diring the year 1969, ever ask anyone 
at the Securities & Exchange Commission to defer hg ke. 
investigation of McDonnell & Company’ for any sist what= 
soever? 

"BR I would say no. 


=. Are you aware of any othur persen at the Now 


York Stock Exchanges who asked the Securitias & Exchange — 


Commission to defer their invastigation of the firm 


capany during the year 1569? 
"A I don't recall anyones so requesting. 


"Q Was it a policy of the New York Stock Bxchange 


J 


to ask the Securities & Exchange Commission to defer an 
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investigation of a member firm while the New york Stock 
Exchange had its own investigation of a member firm 
presently in existence? 


"A I don't think there was a policy to maka such 


a request per se. 

"Q Do you know of any instance where the New York 
Stock Exchange asked the Securities & Exchange Ccemmission 
an defer the Securities & Exchange Comission investigation 
in light of the fact that the New york Stock Exchange 
was investigating one of its owm menbers? 

"A During 1969, there were certain cases dealing 


with the books and records rules of the Exchange and of . 


the Commission, where the Exchange had discussions with 

the SEC staff dies the effect that the Exchange was planning 
_to bring disciplinary action, and that there may not be 

a need for the Commission staff to commence an acticn.. 


"Q Do you recall that in relation to the firm 


"A Not specifically. It's possible that there were 
such discussions." 
Page 135. 


The testimony that we are going to now read . 


| 
| 
| 
of McDonnell & Company? Y | 
| 
| 


refers to an exhibit already in evidence as Exchange Exhibit 


GGe 
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"OQ Please look at Plaintiffs‘ Exhibit 66 and tell 
ma whether you have ever seen this document before. 
I also direct your attenticn to the bottom hand- 
written notation. 
"A I have seen this memorandum before, 
“Q ‘The memorandum is dated April 7, 1969. ‘The 


handwritten notation is dated April 17, 1968, with the 


'F.S.,' which is you, Mr. Steck, ‘and T, Murray McDonnell. 
No restriction imposed.' The Signature below that is 
that of Mr. Schuette. 


Can you tell ma the substance of the conversation 


| 
| 
| 
staterent, ‘Meeting of R.M.B.,' which is Mr. Bishop, -- | 
) 


between Mr. Bishop and Mr. T. Murray McDennell and yourssalf 


| regarding the imposition of restrictions? | 
: "A The basic substance was what steps the firm . 
was taking to corract their problems, as watt as the solf— | 
imposed restrictions that they have put on their business, 
a I beliave your testimeny ccencerning Plaintiffs’ 
Exhibit 64 was that you had recermended J: positim of 


April 2, 1969, 


| 
! 
restrictions at thet meeting. Theat document speaks of | 
| 
Can you tell whether you, first of all, ea a wien 

‘ : | 
neti impesing restricticns as of Avril 17, 1669? | 
| 


"A Baad, 
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"9 Can you tell ma what changed your mind, within 


the 15 days, as to why restrictions should not ba imposed? 


"A The steps outlined by the management of McDonnell 


& Company. 

“Q Did you incorporate McDonnell & Company's 
voluntary restrictions as the New york Stock Exchange 
restrictions? 

“Mr. Brooks: I don't understand the questicn. 


"Q Do you, Mr. Stock? 


“A I'm net sure that I understand it. 
“Q Is there a procedure whereby the New York 
_ Stock Exchange can treat a voluntary restriction as its 
own restriction? 

"A Yes. 

"“Q Did you treat the voluntary restricticns of 
McDonnell & Company as if they were imposed by the New York 
Stock Exchange? | 

"an No. 


rl Do you recall what restrictions Mr. McDonnell 


imposed upon himself that changed your mind within the 
15 day period?’ ? 

"A I did net state that iw es solely the restrictions 
which he imposed which mede me change my mind. 


"Q Would you tell mo what cther criteria anew 


8 1h12 "Stock 
yeurnind within the 15 day period? 
“x The othar various steps that ware taken in 
edditicn to the self-imposed restrictions. 
"Q What ara -- 
“A Were a contributing factor. 
"Q What ara the cther steps taken? 
"A As I xracall, they had ratained ccnsultants 
an research paople to help resolva their problems. I | 
believe they had their auditors working cn the situation | 
with them. Cne of the things that was presented was tha | 
inteedectien of Mr. O'Brisn as the president of the firn, | 
to batter manage the affairs of the company. | 
"Q Do you recall whether Mr. O’Brien, im your er 
was qualified to be president of a mamber firm of ite J 
Naw York Stock? - : | 
"The Witness: Do I gat susd for libel if f answer? | 
"Mr. Dubin: No. | 
“Mr, Brooks: Not by Mr, Nubin. 
"wr, Dubin: Not by me, and also it is privileged 


information in a lawsuit. 


whether or not Mr. O'Brien was qualified to manage a-- 
be president of a member organization. 


“2 Do you know whether Mr. O'prien had any experience 


te: | 
"a I really had no basis ca which to determine : | 
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whatscaver in the securities business? 

“7 “I don't believe Mr. O'Brien hed experience in 
the securities business. However, he had had considerable 
managerial experience. 

“Q ‘You had mantioned as one of the criteria that 
wesaous your mind within this 15 day period, the aspect 
of McDonnell imposing self-restrictions. Do you recall 
stint self-restrictions were imposed by McDonnell? 

“A Among the self-imposed restrictions that I 
recall were they had discontinued advertising and cther . 
pronctional ectivities. They wore not opening any new 
' offices. But certain limits on the types of securities that 
they would let their customers trade ine Prt certain - 
re trictions in on minimum margin required for new iene 
Items like that." 


Page 143: 


"Q. Do you recall informing the Securities & Exchange 


Commission of a violation of Rule 325 by McDonnell & 
Company during any time of the year 1969? 

"A Informing them? 

“Q Yes, sir. 

"A Or violation during the year? 

“( Informing them of a violaticu. You have learned, 


as your testimony has revealed, that you were aware of the 


i 1873 
sihl4 "Stock 
Bishop-direct 
October 31, 1968 violaticn, ths January 30, 1969 violation. 


"~A Is your question, though, did we inform them in 


That's correct. 

I would say we discussed the fact that there 
had been a violation or violations, during 1669, with 
the SEC. ’ 
| "Q Do you recall who you discussed this violation 
with, or violations? 

"A KA would Say Mr. Barton, Mc. Duffy, Pollack 
and Sporkin. 

"Q Do you recall any ona of these gentlemen in 
particular, or it could have been any cne of them? 

"A These are the gentlemen with whom I frequently 
had discussions Gn similar situations.” 

MRS, LICHSTEIN: We are fiuishad, your Honor. 


MR. BROOKS: 2 would cali as the next witness 


Robert M. Bishop.- 


ROB Bur? M. H OP, called as a witness, having 
baen duly sworn, testified asfollows: 
DIRECT EXAMINATIGT 


BY MMR. BROOKS + 


Q I will ack vou for the racord, Mr. Bishop, by 
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whem are you employed? 
‘The New York Stock Exchange for 20 yearse 
In what capacity are you presently employed? 
Senior vice president. 


What are your @uties in the office which you now 


A X supervise all regulaticn by the Exchange of 


its mamber firms and the floor of the Exchange. 


Q Is that where the ectual trading goss cn of 


securities? 


Q Can you tell ma what your educational background 
has been? 

A I am a graduate of Unica College in Schenectady 
with a Bachelor of Arts dagree in American civilization; 
% have a Master's degree frou Trinity College in Hartford 
in public service; and I was én Air siiaeies witli and went 
throagh their educational program; and then Z hava had 
—— in eicurities at the Exchange. 

Q Did the Master's course which you took require 
a thesis? 

Yes 
pid you write one? 


Yes. 


Rishop-diract 
What was the thesis? 
The public servica function of the New york 


Stocl: Exchange. 


Q Did you have employment other than the service 


before your Air Force dared 

A Yos. 

What was that? 

A I was assistant director of public relations 
at Union Collega fortwo years. Then I was director of public 
relations at Trinity College for eight. : 

Q And then came the servica? 

v3) No, the service cama in between my graduating 
and my working for Union. 

Q Was thi. World War II, sir? 

A Yes. 

Q Where aid you seek employment when you finaliy 
left the campus? ; 

A The New york Stock Exchrayés 

Q And in what capacity? 

A In 1955 I became assistant io the president. 

Q Would you trace your career briafly between 1965 
and 1959, just tell us the offices you held and generally 
wat that meant and what you did in thess officss? 


A In 1560 I want into regulatory work as associate 
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director of what was called the Department of Member Firms 

liaison. ‘I really went in order to build a new examination 
system for registered representatives, the psople who sell 

securities, The exchange conduct examinations when —" 

becomes registered representatives in order to make sure 


that they arewell qualified. 


That also had member firm relations activities, 
and I was engaged in those activities for about two years. 

Then I went pretty much full tima into regulation 
as associate director of the Department of Msmber Firms, 
of which the member firms liaisoa department had been a 
section. 

And in 1963 I becama a vice wiaaedink as well’as 
associate. director of the Departmsnt ot Member Firms, 
and also immediately Xr started ‘directing the department since 
the director had a heart attack, but he didn't retire until | 


i 


1965 when I firmly became director of the Department of 


Member Firms and continued being that until I think about 
a year and a half or two years when I becams a sey-.or vice 
president, and then took on the additional duties of 
regulating the floor cf the exchange. Previously I had 
just been regulating the membsr firms, 

Q Do you still regulate member firms? 


A The staff under ms does, yes. 


sihis Bishop: direct 


Q I take it in 1968 and 19559 you wera the head 


of ths Dapartment cf Member Firms, and that department had 
regulatory jurisdicticn over McDonnell, is that true? 
A That's trua. 


Q What kind of legal entity is the stock exchange, 


MR. BEEBE: Cbjection. I think we should go back 
to the time pericd involved. 
MR. EROOKS: Wea do plan to taka that trip, your 
Honor, but we thought wa would start iii 
MR, BEEBE: Tha presant structure of the exchange 
is irralevant. What they were at tha tima is, of course, 
vnat matters. 
THE COURT: If it's only a matter of relevaacs, 
let's get a little background. 
Overruled. 
BY MR. BROOKS =: 
Q Whet kind of legal entity is the exchange? 
A I think what is called a nonprofit corporaticn 


under New York State law. 


Q Let's take Mr. Beebe's cuestion, sir. Where 


did it all start? Give us just a brief skatch of the 


history of tha New york Steck exchenge from where it started 


fy 


to whsra it got to be a nonprofit corporatica. 
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A Okay. 
.The stock exchanga started sort of informally 
in 1792 when there weren't many securities in the United 
States; they were mostly government securities,and sows 


pecple somstimas wanted to sell them to somebcdy else. 


And so merchants who were storekeepers started 


Going this as an extra function, and eventually they saw’ 
the desirability cf getting together once a day, end they 
started meeting under a buttcnwocd tree in Wall Street 

at 11 o'clock in the morning to trade in these government 
bends,and ‘they formed a constitution to govern this trading. | 
It, for example, contained a clause that they would pronote 
just an equitable principles of trade among their members, 
waich is still the first article of the exchange's con= 
stitution. 

. Well, this enterprise grew over the next 150 years 
and became quite large. It had mzeny different securities 
listed, 

As the country grew, the canals and the railroads 
and then the industrial companies in the last century, - 
as they becams large and needed to be traded in a central 
market, they were treded on the exchange, end it got to 
the point where the exchange was trading every security 


siyultansously on its floor all day leng, and that is what 
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has been going on for tha last 75 years or so. 

In 1934, of course, the Securities Act of 1934 
cama aleng and gave us a somewhat different legal being, 
in that that act of Ccngrass gava us a respensibility for 
regulating cur members; you know, it became a matter of 


law, Previously it had cnly been ene of cur ow constituti 


but wa carried cn doing mest of the sama things that wa 


had previously dsveloped in requlation. 

Now -- I guess I am taking tco long -- by the 
tims ws come up to this 1968, 1559 pericd, we were what 
wa had become over those years, and wa were still what we 
had started owt being, an unincorporated asscciation of 
members as far as the kind of legal entity that wa were 


then. 
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Q After the passage of the Securities Exchange 
Act of 1934, did the exchange accuire a supervisor? 
A Yes, we did. 
Q Who was that? 
A The Securities and ExchangeCommission. Bie 


took a year or two to get oraanized, but it was pretty 


effectively functioning by the time we got to this 


‘68, *69 period. 

0 As you went about your business as the head 
of the Department of Member Firms did you from time to 
time encnunter the supervision by the Securities and 
Exchange Commission? 

A Yes. I considered that we were co-workers 
doing the same work. 

10) I take it you in turn supervised the member 
firms of New York § ock Exchange? 

A ¥en. 

Q Did the Securities ani Fxchange Commission 
a6 the same thing? 

A To some extent. They looked over our 
shoula@er at what we were doing and did some supervision 
in areas that we didn't do much in. For example, the 
underwriting area, they would look at what member firms 


were doing in that. Or if they had some reason for 
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doing so they might do the same thing we were doing. 


@) me ask in common terms, Mr. Bishop, your 


understanding of the scheme of regulation. Could you 


put a member firm out of business if proper showing 
was made? 

A VES: r 

Q Could the Securities and Exchange Commission 
put a member firm out of business if a proper showing 
were made? 

MR. BEEBE: Objection to relevance. 
THE COURT: Overruled. 

A Yes. 

Q Could the Securities and Exchange Commission 
put the stock exchange out of business if a proper 
showing were made? 

MR. BEEBE: Same objection. 
THE (COURT « Overruled. 

A Yes. 

Q Tell me about the exchange,in about January 
"69, who were members of the exchange first of all? 
Let's start with that. 

A Well, we have people whom you probably 
heard ahovt as having seats on the stock exchange. 


They are the members. They are-individuals. ' By 
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provisions of our constitution, there are just 1366 
seats. 

Originally they were chairs where you sat 
ina: room, to trade. But by the time this period came 
along it was just the right to go on the floor physically 
and make a trade in the trading crowd. There were only 


1366 such opportunities. If you wanted to become a 


member >f the exchange you had to purchase this privilege 


from somebody else who was leaving for some reason or 
other. k 
These people were the members. 

Q While you are on the subject of purchasing 
those seats, Mr. Bishop, do you recall what one of those 
seats was selling for in and about June of 1969? 

A About $400,000. 

Q Now, how doyou get from a member, which is a 
live person walking around and sitting ny these seats 
once in a while, and a member firm? What is the 
‘relationship between the two? 

a If a member is associated with any securities 
brokerage firm, that firm has to be a member firm. And 
if it doesn't qualify for being a member firm, 
then the member has to leave it. Therefore, a member 


' 
firm gets to ge a member firm first by having a member 
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associated with it, and second by being approved by 


the exchange as a member firm. In order to be a member 


firm it has to aqree to abide by the constitution and 


rules of the exchange, to have wet its people subject 
to the regulatory jurisdiction of the exchange. We are 
able to put any person out of the firm with due showina. 
And they have to have certain types of people qualified 
whine us in the kinds of examinations and other things 
that I mentioned a few minutes ago. 

@ Do those people who are approved as officers 
or partners ve member firms enter into any kind of an 
agreement with the exchange to abide by the rules? 

A Three categories of such people do. First 
the members. These agreements are all similar. 

Second, what we-call allied members, They are the 
other general partners or voting stockholders in member 
firms, in the period we are talking Beaute In general, 
these people were principal executives in the firm. 

Now, it was also possible to be an officer 
Of the: firm, | say ‘ vice president, without being an 
allied member and a voting stockholder. But 
practically all the officers of the firm were also 
allied members. 


The third category were what we call 
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registered representatives. They were the people who 
were not allied members but who service customer 


accounts. If you wanted to buy or sell a security, 


they are the ones who would give you advice on doing it 


and take your order, see thatit got put in properly, take 
care of relationships with you. They are registered 
‘representatives. 

Q I take it from your explanation member firms 


can be both corporations and partnerships? 


A Yes. Prior to 1954 they all had to be 
partnerships. But beginning in 1954 they could be 
corporations as well. 

Q What is the equivalent of a partner where 
the member firm is a corporation? 

A In this period it was a voting stockholder. 

‘We had two kinds of stock, voting and non-voting. 


The people who ran the firm owned the voting stock, and 


the people who were not in the firm or who weren't 
important enough for the firm to judge that they were in 
the top running group had non-voting stock. 

0) Now, would the people who have voting stock 
have to be approved by the exchanye? 

A Yes. 


What would they be? Would they bé memhers 


rdr Bishop-direct 
or allied members? 

A They would be allied members, 

(@) Let me show you -- 

A They could also be members, 

(a) Let me show you Exhibit 13, which is the 
application. for allied membership of James F. McDonnell, 
dvs, Sir, and en you if that is the type of aqreement 
that you referred to before when you said an allied member 
agreed to abide by the rules, and so forth? 


A Yes. It says so right in a little paragraph 


Thank you. 


Would this be a good time for a 
recess, Mr. Brooks? 
MR. ‘BROOKS: Yes, your Honor. 
THE COURT: We will recess then. 


. 


(Recess) 


(In open court; jury present) 
ee MR. BROOKS: 
Q° Can you tell us the basic divisions or depart- 
ments of the stock exchange in and about 1969? 
A We had a floor operations department which 
Provided the clerks and coupon men and personnel who 


+ 


helped members run the floor. We had a stock list 
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department having tq do with the listea companies and 
listing stocks on the exchange. 

Q Is a listed company eomething like General 
Motors or ATT? 

A Yes. All of the companies whose stock we 
trade in, or bonds. 

We had my department, the department of 
ilciaeans firms. We had our stock clearing corporation 
which has to do with exchanging t money in securities 
four days after the trade is made on the floor. What 
we call settling the trade. I believe we had the 
beginnings of our depository trust company, which is now 


a bank subsidiary which holds customers securities 


in the nanes of the firms with whom they are on deposit. 


And then we had -the usual kinds of things that any 
corporation has or any business enterprise, like the 
treasurer's office and controller's ofvtee and a 
personnel department and a building company that has the 
Cleaning people and runs our building, and the guards. 
I think they are the major ones. Maybe I 

have forgotten someone. 

Q © think you have gone far enough for our 
purposes. 


A The floor department then had two parts. 
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It had floor operations, which I described a minute 
ago. Then it also had floor regulations. That was 
a separate section. 

Q We have had introduced as Plaintiffs' en 
34 the New York Stock Exchange constitution and rules. 
Does that constitution and those rules have to be 
approved by anybody other than the stock exchange 
hetore they are affected? 

A Well, the word "approved," I think you are 
correct in a sense in that they originally had to he 
filed with the Securities and Exchange Commission and 
they had to find that for certain things expedited 
in the '34 Act that our rules were adequate. So that 
in that sense they approved them. 

Then beginning sometime.in the late '60s, 


and I don't remember the exact date, we had -- well, 


before that we had to file any changes in our rules 


with the SEC once a year, we have to make sort of a 
resubmission of our constitution and rules at the 
beginning of each year with any changes. 

Then sometime in the late '60s we had to 
start filing proposed rule changes with the SEC I think 
three weeks in advance of our being able to have the 


board of directors approve them. There was a’ provision 
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for emergency action to shortcut that procedure, but 
it*s — ever used. 

Q Which of the rules and which of the provisions 
of the constitution did you work with in supervising the 
member firms that you had charge of in and about January 
of (1969? 

A Well, there are a great many. Tt must he 
about half of the rulebock which is about this thick 


(indicating).:‘ And up at the top of each page in the 


constitution -_ rules there is alittle line that says 
who is responsible for super ising the rules on that 
page, and on ours it says department of membe. firms. 
It's basically all the rules having toc do 
with the books and records of member firms, their 
financial responsibility, their conduct in sales 


activities in their offices around the world, super- 


vision of firms, and that type of thing. 


Q How many employees were there in the 
dupecknent: of member firms in and about January of 
1969 to supervise the application of these rules? 

A Around 250. 

Q Tell me what tools or methods you would 
use to supervise the average member firm that did 


business with the public such as McDonnell? 


Bishop-direct 

A Well, we had our department divided up 
sections, which each had its own techniques. 

Would you like me to try and cover the 
whole scope or some part of it? 

(@) Well, we have heard lots of testimony about 
an audit here.) Why don't you start with the role that 
an audit played in the supervision by your department of 
member firms and nerhaps work from there and tell us 
what other kinds of reporting tools or devices you had, 
what methods vou) waa to inspect on your own and we will 
move on ixsom there. 

A I guess this: would come in the area of 
financial and operational surveillances as 
contrasted to sales surveillance, which we had somewhat 
different techniques for. 

In the area of financial and operations 
surveillance both our rules and the SEC's rules were 
parallel in this. respect: that we both required that 
aie broke--dealer doing business with the public have 
an audit each vear by an independent public accounting 
firm. 

We and the SEC, our rules were identical in 
this respect, and we each required what the auditor 


should dov.in, that anudiet. And as compared with the 
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usual industrial audits, we required them to be much 
more thorough. ‘They had to,for example, what we call 
requests for confirmation to every customer with whom 
the firm had an open securities account and to every 
broker-dealer that they had an open securities account, 
and to every bank for every security and every loan 


in the bank, and every transfer agent. 


Now, in many other types of businesses, the 
auditor would be permitted to only send to a sampling 
of his own choice. He would decide how much of a sampling 
needed to be made. 

At any rate, and maybe I'm getting too 
detailed, the audit was one tool and the auditor had to 
Fill out a questionnaire based on the audit which was 


submitted to the SEC andthe exchange. 


Qi Let me show you Exhibit 2, which is the 


report or the answers to financial quesionnaire submitted 
by Lybrand, Ross Brothers & Montqomery for McDonnell 
& Co. as of October 31, '68. 


Is that the end product of the audit you 


have been describing? 
A Yes. Do you want me to go on? 


MR. BEEBE: I think he should finish his 
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THE WITNESS: I finished it on that question. 


THE COURT: Put your next question, Mr. 


@) Now, did you have any other reporting 
devices similar to the audit done by the accountants? 
A Yes. 
What were they? 
A This came in once a year and we wanted to 


know more frequently similar information. So we 


had another form of questionnaire which the firm had to 
fill out itself whenever we asked for it. 

Now, it was our usual practice to ask for it 
twice a year and we divided the year up into four-month 
periods. The auditors would tell us confidentially 
what month they were going to make their audit in or what 
third of the year. Then we would send questionnaires 
to the firm in the evel two thirds, 

If we wanted to we could also ask them to 
do it more frequently, but normally we just got three 
a year. 


10) You mentioned that the -- 


to have some assurance that the firm was being honest 


. . ‘ . 
in reportina to us, we had our own staff of examiners 


| A I think I should add to that that in order 
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who would go into the firm occasionally, usually once a 
year, and take one of vipa questionnaires that the 
firm had submitted along with them and look at the 
firm's books and records and see if what was enaieea 
to us on the questionnaire was accurate. 

Q Let me show you Plaintiffs' Exhibit 28, 
which is Mr. McElroy's report of McDonnell Company 


dated April 24, ‘69. . 


Is that the end product of such a visit 


that you described as having been part of your proqram 
and undertaken by examiners? 

A Vell; it's ves and no. This one, it says 
"Limited examination visit," is the title. It means 
that he apparently was n.t doing everything that he 
might have done.if he had gone in on one of these 
routine visits. 

In this —s he was looking at what the 
auditors had reported asxof ‘October’ 31, 1969) —- 

10] "6S. iSare, ten. ey Ve? 

A You are correct. And that he was also 
looking at a questionnaire submitted by the firm as of 
January 30, 1969. So eee looking at two of them. 

Q You mentioned ae the SEC's audit rule and 


the stock exchanges were the same or were parallel. 
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Does the SEC have a capital 

A Yes, they do. Ma I ouqht to modify 
my previous answer a little bi We did have something 
beyond what the SEC had, and that is we required the 
audit to be on a surprise basis at the time; the 


aide not. 


@) Does the SEC have a capital rule similar to the! § 


capita) rule that we have heard discussed in this 
fairly ‘often: "rude: 3257 

MR. BEEBE: Your Honor, excuse me. Tam 
going to object to questions about the SFC in the sense 
that the New York Stock Exchange is here. on trial. and 
not the United States Securities and Exchange Commission. 


THE COURT: On that ground I will overrule 


yu may answer, Sir. 
Yes, it's Similar. 
@) Does. the SEC's capital rule apply to 


New York Stock Exchange member firms? 


is that? 
SEC's capital rule has a provision 
in it that allows the SEC to exemps members of national 


securities exchanges from the SEC's capital rule if the 
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SEC finds that the exchange's capita’ rule is 

can't remember the exact words, but it means more 
comprehensive or more difficult thar. the SEC's capital 
rule. 

MR. BEEBE: I should press an objection that 
the rules themselves are the best evidence of what che 
rules provide, if there are further guestions along this 
line. 

THE WITNESS: I would like to add to my 
ene there is a paragraph in the SFC rule that lists 
the exchanges that are exempted as having been found to 
meet the defendant, and we are one of the exchanges 
that are exempted as having been found to meet the 
test, and we are one of the exchanges listed. 

Q Let's move on to the other tools that your 
department used in January 1969 to keep track of its 
member firms. Were there any other cavheake that a firm 
was required to submit on " periojic basis? 

A in 19692 

Q Yes, about January, February. 

A I can think offhand of two more. One was 


we started something called a fails report. I think 


Maybe we started thatin 1968, which was a montnly 


report on a kind of incomplete transaction called a fail, 
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and the total number of those or total dollar value 
that firms had in different categories. 

Then we had another report called a svecial 
operations questionnaire which gave a little bit ae: 
financial information but it mostly qave information 
that permitted us to estimate what the hooks and records 
condition of the firm was, whether they were in qood 
order or not. We started that in 1968. That was 
required of all firms quarterly and of quite a numberof 
firms mo thly. 

@) Can you tell me of the genesis of the 
special operations questionnaire? You said it started 
Lr, AGB. Why did it start and how was it desianed? 

A How was it what? 

@) Designed. 


A Well, when the volume of business handled by 


member firms reached the point where their staffs and 


their systems were being overtaxed and more than 

normal srrors started to creep into the member firms 
generally, we decided we needed some new technique for 
being more current and for identifying just which firms 
and in what departments of the firms unsatisfactory 
conditions might be arising. 


And the financial questionnaires didn't qive 
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us enough detail in that respect and they weren't 
isin excite. So we assiqned some of our examiners 
to sit down and write a questionnaire that would develop 
more operations type information, and that's what these 
special operations questionnaires were. Tt was written 
in, say, March or thereabouts of 1968 and nut into use 
immediately. 

Q What about profit and loss information 
from member firms, did you receive that? 

A We Hak that once a year in what were called 
the income and expense reports which were primarily 
designed in connection with -- the exchange also establishe 
commissions which all member firms had to charge on 
listed securities trades,and this was designed 
primarily to allocate the costs and revenues of a 


securities firm to the commission business as opposed to 


the other types of business that they did. 


QO I guess the principle that would be applied 
would be that big money makers pay the most because 


they have a percentage of their commission that goes to 


the exchange? 


A You are talking about registered representa- 


' 


Well, you said you want to keep track of 
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their commission business? 
16) Yes. 
A Because we had some special duties in that 
respect. Most businesses aren't permitted to charge 
the same prices that other businesses do in cooperation 
with the others. Macy's and Gimbels can't get together 
ane decide to charge the same price. But stock exchange 
firms could, and the stock exchange set those rates 
with the supervision and approval of the SEC. And 
is the reason that we got this information. 
@) Part of your reoulatory function? 
A Yes. 
Q Now, suppose a vwustomer of a member firm 
out in DesMoines has <« complaint. Can that complaint 
get a favorable’ reception at some office of the exchande? 
A Yes. We had a complaint division under 


1e where all such inquiries and complaints from 


customers coming anyplace to the exchange” were all 


funneled into this division who would look into Lt 


and correspond with the customer. 

Now, I quess I haven't gone quite far 
enough three. We also had another place. We had an 
arbitration facility where disputes that couldn't be 


, 


readily resolved were heard by, in effect, a Jury. 
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It's sort of a small court procedure, tess formal than 
courts, called arbitration but authorized under New York 
Stace law for settling disputes between customers. 

Sir, could I suqgest we move 
from DesMoines to New York and bring things a little 
closer to the facts at hand? 

MR. BROOKS: I am just about to, your Honor. 
Q Could a subordinated lender avail himself 
of your inquiry and complaints department or your 
arbitration facilities if they felt they had a qrievance 
against a member firm? 
A Yes. 
MR. BEEBE: Objection to relevance. 
THE COURT: How is this relevant? 


MR. “BROOKS: As I understand the compiaint 


against the exchange, it's Being charged with failure to 


properly regulate. 


MR. BEEBE: In part. 

MR. BROOKS: If there is a facility available 
which someone who feels he's aggrieved has not taken 
advantace of, it's relevant to that claim. 

MR. BEEBE: I'm not sure how even mentioning 

that kind of question can pertain at all to the 


question here. 
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THE COURT: tT think ILL overrule that 
objection. 

A Yes, thev could. In fact, many grievances 
provided that the dispute should be arbitrated. 

0 Do you know from time to time that subordinated 
lenders do avail themselves of these facilities? 

A Yes, they do. 

Q ir. Bishop, as you no :doubt know there has 
been a lot of controversy in this case about: the New 
York Stack Exchange capital (rule, nile 325. Could you 
tell me what the objective of that rule is? 

A Well, its objective arises from the experience 
of the stock exahenge, and I think it was originally 
written in the 1920'sand has developed since, where it 
really has two objectives. 

One is to make sure that firms have enouqdh 
cash meet the needs of paying out customers and paying 


other brokers, and so forth, \in the normal course of 


their business. We call thatiwthe Liquidity aspect of 


> 
the rule. 


Its second objective is to bring some 
harmony between the amount of capital that we require a 
firm to have -- kre I use the word "capital" as being 


2 + * . J § ° 
their net worth, as we use it -- in comparison with 
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the risk and the kinds of business they engage in. 

And to give you an example of what I am talking about, 
if they make markets in securities and consequently buy 
securities and have positions in them in connection with 
their business, they do underwritings where they are 
buying security positions, we do not allow those 
security positions at full value as shown by the market; 
instead we discount them by the amount which we think 
they would decline under severe conditions. We call 
that a haircut. ’ For common stocks like American 
Telephone, it's 30 per cent. 

Q During this period would pu be in agreement 
with the statement that the rule provided a maximum 
capital ratio of 2000 per cent from member firms? 

A Yes. 


ey Did the department of member firms or other 


responsible officers of the exchange have the authority 


to grant an exception to that rul27 
A Yes... 
Q Did the same officers have authority to make 
a more stringent requirement on a particular member firm? 
A Yes. 
Q Did you during this '68and '69 period have 


. ' 
occasion to make judgments in respect to what was good 
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capital and vhat was not good capital under the capital 
rule? ; 

Yes. 

Was that unusual? 

No. 

9) We have heard a lot of talk in this case 
about stock record differences. Can you tell me 
shathes stock record differences would be an example 
of a problem on which you had to make a judament in 
‘68 and '69 in respect to the capital rule? 


A Yes, they were that kind of problem. 


9) Will you explain whe the problem of a stock 


record difference was and what kind of jJudament had to be 


made and what the considerations were? 

A Well, whenever a bookkeeping error is made 
in the accounting for the securities held by a firm 
as opposed to its cash, that error euta Lapis be 
reflected in its stock record, which I think you have 
heard before is a list showing on one side what stocks 
they are supposed to be holding for what cuatomers 
and on the other side where the stocks are supnosed to 
be. 


So if an erzor is made,for example, if 


McDonnell & Company -- if I was a customer of McDonnell 
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and if they had mailed the stock out to me and they 
didn't note that in their records it would show me as 
still owning a stock but yet they have mailed it to me 
so they would be short on their records, although lene 


» weren't really short but their records would show that 


they needed the stock for me that they didn't have. 


All kinds of errors flowed through into the 


stock record, and the question was whether we should 


impose a capital charge on a firm in respect to those 


errors. That was a kind of question that came up every 


now and then. 
Q Why. hadrit this question been settled 
long ago? 


MR. BEEBE: Objection. . We don't know 


There is no foundation 


that it wasn't settled long ago. 


os 


for thatgquestion. 


THE CCURT: Let's lay the foundation. 


Q Mr. Bishop, I take it from your testimony 


that you were required to make judgments about stock 


‘record differences in '68 and "69? 


MR. BE. BE: Objection. Thatwas not his 


testimony. 


THE COURT: Overruled. 


Is that correct? 
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Yes. 


QO Well, can you tell me why there had not been 


developed a settled pr.ctice or a provision of the capital 
rule to cover stock record differences? 
Objection to farm and foundation. 
THE: COURT s Overruled. 
A It came up infrequently. On the fans 
occaSions that it did come up eariier, we had made 
decisions which gave us an experience for the new questions 


that were to come. 
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Did it coma up more frequently in 1968 and 1969? 


Well, fermearly the bookkeeping errors were not 
in large enough quantity to be significant. The gtock 
sonnet differences had been relatively isolated. 

I can remember maybe two or three in the early 
parts of the '60s, but you know, I suppose a couple of 
hundred firms at least had larga stock record differences 


in 1968 2nd 1969. It was a general. industry problen. 


Q Tell ma what judoments you made with respect* 
to the treatment of steck record differences as gcod capital 
er not as good capital. 

A Well, our experienca had been in going through 
these instances that we had had oer previously 
that the errors cece aie correcte3 and there would be: 


no actual loss, so thet we ordinarily did not charge short 


Q Lat's ‘ry to set the scene a little better before 
we go further, Mr. Bishop. 
Who was your immediate supsrior in 1958? 


Mr. aArning. 


| 
| 
| 
| 
stock record differences to the firm's capital. | 
| 
| 
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Q Ani who was immediately below you in the chain 
of command? 

Psy In this araa, Mr. Stock. 

Q So with respect to McDonnell & Company, would 
a coordinator be balow Mr. Stcck? 

A Yes. 

Q We know that Mr. Schuatte was ons ccordinator 
succeeded by Mr. Newman. 

A Yes. 

Q Let's suppess that a firm violates cne of the 
rules that you have jurisdiction over, a record kseping 
rule or a capital rule, what did your department do in .1°69 
when that was discovered? 

MR. BEEBE: Objection. Hypothetical. 

MR. BRCOXS: I am just trying to get the ganeral 
practica your Honor. 

THE COURT: Overruled. , oe 

A Pirst wa had to dacide viather we thouch* it was 
a significant violatica. With the complexity of our rules 
and detail it's hard for people not to have seme departures 
from it in the ordinary course that ara just normal, but 

£ we thought that it was a significant violation then we 
would set about seeking to bring discivlinary action against 


them, which wa would ¢» by drawing up a charge memorandua 
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and submitting it to an appropriate body. 
Q What do you do abet that violation there that's 


in existence? Do you do anything to correct it? 


weild gat it corrected first bafere wa addressed ourselves 


‘to the disciplinary possibilities 


Is the violation of the capital rule such an event 


A Oh, well, 1£ it was something sericus, yes, wea 


Yes, it is, always. 


Yes. It depands cn the record keeping rules 


And record keeping rules? | 
| 
| 

how serious they were. | 


Q Did the rules themselves besides the Septtat 
rule provide for any yeneery when there is a violation? 

A No. 

Q How about the record keeping rule? 

A No. 

Q Does it say if you have got a bad book and a 
bad record you get such and such piialty? 

, A No, it does not. 

Q How does the penalty work? How do you decide 
who gets what for what? 

A Well, there is a provisica of the constitution 
that provides that for violations of rules, censures, fines 


or suspensions cr expulsions may be imposed after due process. 
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Q What do you mem by dua process? 


A The same sort of thing we are going through right 


here in this courtrceom, namsly, giving the persen whois 
said to be at fault an cccasicn to know exactly what he 
is charged with through ~ written charge memorandum; then 
giving him an oppertunity to reply to it in writing: to 
permit him to appear at a hearing and cenfrent the people 
enn are charging him and the witnesses, and questioning then, 
just as is being done here. And then some competent body r 
cores up vith a decision just as the jury is doing here. It 
is the sama sort of procedure. | 

Q At the exchange in 1969 who was: the competent 
body that would make adjudications cn these charges? 

A In the case of a capital violation type of 
charge it was the Board of Governors of the exchange, which 
is the same as the board of diractors; but they assignad 
or delegated responsibility for cenducting tha hearings, 
for being the jury, in mest instance. to a committee of the 
boa. 3 Called the Advisory Committee. Lie 

Q Was there any procedure whsreby the exchanga-: 
could avoid all this due precess stufgand just put a 
memoer firm cut of business with just a snap of the finger? 

A Yes -- not auite a snap of the finger, but mora 


quickly, 
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Q Can you tell ms what provision that was? 
as A “Well, there is ancther section ef the constitution 
which providesegor a summa vy procedura to be used in 
extrenaly serious cases, 


Q Do you know what provision of the constitution 


that is? 
A Yes, that's article 13 of the constitution. 


Q Wheat kind of a showing do you have to make to 


do it like that or maybe just a little slower? 
A Well, the language of that secticn is that 
the boerd -- ard here the board can't delegate it to 
a comtitteea -- the board has to find that the firm is in 
such financial er operating cenditicn that it can’t 


emitinus in business with safety to its creditors. That. 


means its customers. 
ne Has that .provisicn ever been exercised to suspend 
a member firm? , 
A Occasionally. 
Q Let's turn our attention for a momant - and 
Iam sure it's tims wa did - to the firm of McDonnell 
& Company: 
In about December of 1968 did you (have an 
awareness of appreciation of the character “s quality 


| 
| 
| 
| 
| 
| 
| 
| 


of the firmof McDonnell & Company as one cf the firms 


me ae 


4 
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under your charge? 

A Yes. vial 

Q Can you tell ma what you knew about that firm 
then just aS a matter of your own knowledge and background? 


A Wall, I had then been in regulatory work for. 


eight y2ars, and in the early stages I traveled around 


the country a good deal visiting mamber firms’ offices and 


manmber firms cut of town, and rember firms in New York 
too, but I had visited McDonnell, both their main office 
_ several of their branches in that period, and I was 
very well impressad with McDonnell. You know, thay had 
nn rights business on thea exchange, which is very fina 
professional business; and I was very impressed with them 
as a retail organizaticn. 

I remember in Los Angelas they had co-managers 
who were running an exce Jsnt training program, and at the 


time I was working a let on training registered representa- 


tives, and I spent a day with ther seeing what their trainirgE™ 
vi certian: was about, and they impressed m2 as very gocd people, 
and so did tha rest of the people that x met from MDennell. 
Tney wore a wide. awaka, progrossive group of people, . 

.@] What did you know about the capital structure? 
Where did it come from? 


MR. BEEERE: Objection. I don't see what the . 
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point is as to where the capital cama from or didn't cexe 

from in 1968. The questicn is, tha issues that have been 

hashed cut here have to do with what the conditic of the 
company was and what was happening to it. 

: THE CCORT: Is it prejudicial in any way to you? 

MR. BEEBE: I believe it may be sir. 

THE COURT: Well, do you contend thzt it is in 
— way? 

MR. BEEBE: I would submit, sir, that it is 
getting again into areas that are irrelevant and perhaps 
materially distracting from tha major issues at hand, be=- 
Sida it is like the Ford and other things that keap coming 
up which has nothing to do wth this case, and are pre- 
judicial. | 

THE COORT: I will overrule the objection. 

A Most of their. capital came from the McDonnell : 
family, and what didn't come from the *eDonne2t family «-. 
was mostly from other executiva officers of the firm and 
their familie<s. 

BY MR. BROOKS: 

Q DO you know who controlled the firm? 

MR. BEEBE: Objection your Honor. I think that 
Calls for a conclusion of law as well as an operation of 


' 


someone else's mind as to what is centrol-- 
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THE CCURT: I sustain it as to form, 


Q Did you knew who the chief exacutive officer 
was of ths firm, sir? 

A Yos. 

Q whe was that? 

Murray McDonnell. 

Do you know who the chief cperaticns officer 
firm was? 

Thomas McKay. 

Who had precedad him in chat positicn? 

I don’t know who preceded Mr. McKay. 

Q Did you know a Sean McDonnell? 

A Ci, well, yes, although Sean McDonnell you misht 
call tha chief financial officer as opposed to the chief 
operations officer, = Main work at the time I first 
met him was in working on their new data procassing system. 

Q Did you knew about tha profitability of McDonnell 
& Company in late. 1959? 

; A They were a profitable firm. The reports they 
had been submitting to us had shown them to be very 
profitable for tha previous several years, and tink profits 
were growing accerding to those reports. 


Q How many customers did they have in about January 


’ 
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It could have been in the neighborhcod sof 60,000. 
" How many branch offices? 
25 or 30. 


Q Sir, when somaone wants to becom? a capital 


contributor to a member firm, such as Mrs. Murphy became 

in respect to McDonnell & Company, will you tell me what 
functions the exchange plays in that kind of a transaction? 
MR. BEEBE: Objection to the characterization. , 
The questicn is hypothetical, and there is no testimony ) 
that Mra. Murphy wanted to becomsa what she was asked to 


becom. It is caupletely a mischaracterizaticn of the 


situation. : | 
THE COURT: Rephrawse it. When someone makes 
application to becoma, what happens? f 


a When someone makes application to become a sub- 


erdinated lender, Mr. Bighop, or did make such application 


on that application? What would thc.y do? What would they 
consider, and how would it function? meas ele 
A Providing they are not already a psrson approved 
by the exhcnage we would determine whether they were the typs 
of person that was acceptable to be associated with a member 


ree and there we would look at whether or not they wore 


| 

| 

in about February of 1969, how would the exchenge function | 
| 
| 


™ a principal of another broker-dealer or a bank. We would 
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not leta conflict of interest come in of that. kind. But . 


providing they were not in those activities, than if 
they ware of geod reputation and character and had resources 
to contribute what they were ccntributing, that was fine 
for them as a person. 
The second thing we did -- a this was whether 

or not we had previously approved the persen on wee look 
- the legal instrumarts by which they were contributing 
their capital and maka sure that it was legally putting 7 
it at tha risk o£ the business in a form that was seats 
from cur capital rules point of view. s 

Q Lest we shew you Exhibit 3 and Receiver’s Exhibit : . 
B-1, which ara the subordinated agreemants with Anna | 
McDennsll in 1966 and Margaret ary Murphy in 1969, and 
I ask you, was that kind of subordination agreement form 
generally used at about this tina? 

A Yes, this is one of tha forms that was common. 


Let me look at the other one. 


hy 
This in the same, ae | 


Q Now, if the suberdinated lender signed one of thosa 
and it cams in to. you, and the exchanges were to reject... 


that farsen because maybe it didn't like the character -of 


the parson, would the deal that the contributor mada with 


these firms be a binding ‘deal? 
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MM. BEEBE: Objecticn. That calls for a legal 


conclusion, and I think it depsnds completely c he in- 
struments involved, and it is hypothetical on top of every- | 
thing else. 3 | 
MR. BROOKS: Your Honor, I think Mr. Eeebe's and 
is well teken. I would just like to read a sentence or two | 
from the instruments. That ought to clear the problem up. 
BEEBE: Which one are wi dealing with? 


BROOKS: They are both the same. 


-BROOKS: Let's take Receivar's Exhibit B-l. 


I am reading from paragraph 10. 


~ 

| 

BEEBE: I don't knew that. a | 
| 

| 

| 


It says: 
“phis agreement embodies the entire understanding | 
of the parties hereto and shall be effective as of and. | 
from December 30, 1966, whether or not the owner is approved 
by the exchange." ; : | 
Ard I believe Mes. Marpiy's subordination agreement 
says exactly the same thing in the sam paragraph 10. 
THE WITNESS: Except for the date. 


MR. BROOKS: Except for the date, thank you, sir. 


the customary practices? 


| 
: | 
Q Doss that accocd with your recollecticn of | 
A YuSe | 


1915 
slhl2 Bishop-direct 


Q Now, these agreaments provides in paragraph 1A 
that the cwner can give written notice of a hundred days 
and at the end of the hundred days terminate the agrasmant. 

Would that have permitted the owner to ha 
withdraw tha capital that had bean contributed at the end 
of the hundred days? a 

MR. BEEBE: I would object in the sensa that the 
dhesietineiigs speaks for itself. There ara a number of other 
conditions and “vents that can cccur within that hundred 
days. : 

THE COURT: I would think that was so: is it not? 

/MR. BROOKS: I don't think so. I guess wa argue 
on the terms of the agreement. 

MR. BEEBE: Wsll, I just feel that posing to this 
witness that kind of question, I just feel it is objection- 
able. 

MR. BROG&S: Your Honor, it wee be tinction 
to supervise thesa events and avproved forms such as these. 
e tekieve he dcss have a background to tostify on tha 
question. 

THE COURT: Is there going to ke something that 
permits a variation of a written instrument under certain 


circumstances? 


MQ. BROGS: No. 
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THE COURT: Put another question. 
BY MR. BROOKS: | 
Q When you got a proposed capital contributor 
such as you would when you got forms lika these for your 
approval, and you got a person to look over and determine 
whethe:: they are of sufficient character, did you give . 


them any business advice on the wisdau or lack of wisdom 


in going ahead with the transaction that was put before you? 


A No, we usually never saw them. 

Q Why didn't you counsel them on business considera- | 
tions? 

Ps) That really wasn’t an area of cur compatence. 

Q Did you counsel the member firm on the wisdom 
of a proposed capital centributica? 

A Wee 


Q Mir. Bishop, I want to go back about a year tc. 


early 1968 end esk you whether you recall the arrival at 
the New York Stock Exchange in an’ ubsut February, 1968, 
of a Lybrand audit report for McDonnell & Co. as of 
October, 1°67? 
A I don'txwcall its arrival because I don't think 


I knew about it until a couple of weeks after it arrived. 
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(@) Well, tell me what you recall when it first came 
to your attention. 

my I had been engaged putting most of my time on 
another project for the exchange, and when I came back to 
the office a couple of weeks or maybe three weeks after 
this report had been filed, my staff told me about it, who 
had been working with it in the meantime, and said that they 
weren’t really getting satisfactory responses from 
McDonnell. McDonnell just didn't seem to be qiving it the 
attention that they deserved. At iene they weren't 
telling our staff what they were doing. 

Do you want me to go on? 

Q Well, can you be any more specific about what Kina 
of problems your staff expected a response in respect to? 
What kind of a response did they ask for and what. did they 
get? What was the problem? 


A I think they were looking for some detailed 


planning by McDonnell on what they were doing about correct- 


ing the record-keeping problems that that audit showed. 
A plan by McDonnell for, you know, doing things batter. 
And McDonnell? just wasn't telling them much about what they 
were doing. | 
Q What action, if any, did you take, sir? 


A Well, I had had -- 
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THE COURT: When is this now? 

MR. BROOKS: I established that report came in -- 

THE COURT: ~*~ Sometime in February? 

MR. BROOKS: I think I established the report 
came in in February. He was away for a couple of weeks 
in ‘68 and he came back to the office. 

Q Where ee at, Mr. Bishop, in time? 

A I can establish the date in a minute. 
remember it, but I can remember a document that 
establish it. 

- As I say, I was rather upset that McDonnell was 
not respondina to my staff with more facility and I thought 
we probably had an example of the kind we had run into where 
the member firm thinks it is too important to think the 
exchange staff is worth having much attention. 

So I decided to shock them, and I wrote a letter 
that has been referred to here before keri ing McDonnell to 
get over and explain things to_us, and that until they get. 
over to explain it to us nanan not going to let them add 
any register representatives or branch offices. 

Q Let me try to help you and fix the date, sir. 
{L show you Plaintiffs' Exhibit 79. which is a letter dated 


March 18, 1968, to McDonnell & Co. Is that the letter 


that you are referring to? 
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A Yes; itis. 
Q Was the problem that McDonnell & Company's 1967 
audit had revealed to you a problem Lak was being encounter 
by other member firms at about this time? 


A Yes. This was the same kind which we were writing 


the operations .questionnaire for. -] 

In fact, 1.) think that I apoke inthis letter about 
annie them to complete an enclosed questionnaire, and I 
think that that was the draft of the qperabsens questionnair 
which we perhaps hadn't put a name on yet. 


Q Was |that the first or one’ of the first’ uses of 


A t Bel teve if} wae (7 
(6) Was that a reaction to what has commonly been 


called a period of the paperwork crunch on Wall Street? 


the special operations questionnaire? | 


A That was the beginning of it, yes. 


. 


Q Let me show you another exhibit, which is 78 -- 
THE COURT: Mr. Bishop, let me see that for a 

minute. 
Q (Continuing) -- which appears to be a similar 


admonition to all member firms signed by you on March 14th, 


1968. 


~ 


Do you recall preparing and signing such a message? 


Yes, 7 do. I was in a flurry of activity when I 


so 
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got back from this other thing, and I did this circular and 
the McDonnell letter and the special operations questionnair 
and so forth, all at once. 

Q And were those three things a reaction to the 
paperwork crunch? 

A They were a response to it. 


Q Well, what happened when you sent this letter of 


March 18, 1968, over to McDonnell & Company to try to get 


them to pay attention? 

A Well, I certainly got results. 

Q | Tell me what happened. 

A I think first I got a nice letter from Murray 
McDonnell saying of course they would get together the 
commission we wanted, and he was assigning some of his 
staff to do it. ‘And then they came over and had one or two 
meetings with us at which they did give, you know, a pretty 
full presentation. : 

Q Let me show you Plaintiffs' Exhibit 80 and ask you 
if that is the letter you received from Murray McDonnell. 

No, this is a letter to Murray from me.. 
Counsel just nade an error. 
This is one that I think I sent them after these 


meetings. 


Q Let me show you what I have premarked as exchange 
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Exhibit KKK and ask you if that is a letter that you 
received from Murray? 

A Yes, it is. Although this doesn't seem to be 
the copy I received because it is not signed. I think ‘this 
was apparently a copy that came from Mr. McDonnell’s file. 

MR. BROOKS: I offer this in evidence as 
Exchange Exhibit KKK. 

MR.’ BEEBE: No objection. ; 
(Defendant Stock Exchange's Exhibit KKK is oer 
in evidence.) 

Q Apparently before you had gotten KKK you had had 
a meeting which is described in Plaintiffs' Exhibit 80, a 
letter that you have correctly pointed out was sent by you 
to McDonnell & Co. dated April 2nd. Do you recall that 
meeting? 

A Yes, you are correct. I guess rather than my 


. 


getting the lette: trom Mr. McDonnell first, they hurried 


mm the meantime I sent this April 2nd letter to them. 
0) Well, do you recall more than one meeting at this 
time? 
Lt think so. 
More than one meeting? 


Well, this letter reflects one meeting. I don't 


SOUTHERN OIS1 ICT COURT REPORTERS, U.S. COURTHOUSE 
eCiEY* USKE MEW YGA tiv. Cm Fagen 


right over and talked with us and then sent the letter. 


°o 
* { 


rdpd 6 Bishop ~ Direct 
think that Mr. McDonnell was at this meeting. Y think 


perhaps he came over to see me first and then he sent this 


delegation of officers over to give me the detail that's 


reflected in this letter. 

Then I'm not sure whether we had another meeting 
with him after this one or not. 

Q Who was the delegation of officers that came over? 

A Well, I think it was Sean McDonnell and Tom 
McKay and some others. I don't remember who ‘the others 
were. | 

Q What positions did you understand those two 
gentlemen to be holding at that time? 

A I think Sean McDonnell was executive vice-presiden 
and he was talking primarily about their new computer 
system. 

Tom McKay, I guess maybe his title was vice- 
president, but I wederetsed him to be the chief operations 
and financial officer. I had known him for quite a long 
time and knew what he did. 

Q Let me show you what has been marked as Plaintiffs’ 
Exhibit 81, sir, which is a letter dated April 19th, 1968, 
by you to Mr. T. Murray ieee It refers to a good 
response that the firm had made on April 17th. 


I ask you if that refreshes your recollection on a 
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subsequent personal meeting that was had between McDonnell 
& Company and you and your staff? 

A I believe there was a meeting on April 17th, but 
I would suspect that they also gave us some written are 
then. 

Let's see. Yes, later on it mentions an April 
17th letter also, so that backs up what I was thinking. 
Q Well, as a result of these meetings and this 
correspondence, sir, did you come to any determination 
about the restrictions that you had imposed in March? 

A Yes. I really did what I had contemplated doing 
yhen I wrote the first letter. Inthe first letter I said 
that I was imposing the restrictions pending the meeting. 
Since I had thought then that it was probably a matter of 
their telling us what they were doing rather than their 
having to start doing something that they weren't already 
doing. 


I had contemplated when T wrote the original 


letter that I might remove the restrictions if they gave us 


a good enough story. And they did and I took off the 
restrictions. 
Q I note, though, that you continued to require 
periodic reports. 
A Oh, yes. We put them on the ibid see 
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questionnaire, I think, instead of the quarterly. 

Q How did it go tierenteae in the next few months? 
Did you keep watch on McDonnell & Company? 

A My coordinator certainly did. I think things 
‘went relatively as they had told us they would. So that 
the coordinator didn't have to come back to me in the next 
couple of months and tell me that things were going badly. 

Q Do you eee any restrictions being voluntarily © 
applied by McDonnell & Co. during the summer of 1968? 

A ves, I do. ET think I can ste them with one of 
those letters I just looked at, if I am not mistaken. 


Well, I had sent them the circular we looked at. | 
I think I also sent with the letter some ideas for how a | 


firm could control its own business when they wanted to hold | 
down the size of the business. And I had sent them some | 


ideas that another firm had developed to use itself. 


Starting with’ those ideas that I had sent them, 


| 
| 


they applied them to their own situation and thovght up some 
new ones of their own, and along during tne summer sometime 
I think they formalized some restrictions of their own, 
circulated it to the proper people in their firm and sent 
me a copy. | : 

Q Do you recall what those particular restrictions 


were that they adopted in July 1968? i 
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A Not #e. well. But some of them were to try and 
control the number of small transactions and hard-to-do 
transactions, you know, that were more of an effort than 
they were income. 

Q Would a small transaction generat? .s much paper- 
work as a big transaction? 

A Yes. And sometimes more. For example, low- 
peiiena over-the-counter securities where there were no 
New York City transfer agents, maybe a eesonci who was out 
in some mountain community was the transfer agent. It woul 
take a long time to get a stock transferred, and firms tried 
to minimize that kind of transaction in orJer to reduce 
their paperwork win 

Q There came a time when McDonnell & Co. sent a 
letter to the Department of Member Firms in January of 1969 
when they had encountered some other problems. That has 


been marked and admitted as Exchange Exhibit BB-l. 


| 
| 


I ask you whether on Page 8 of that Juauary 28th 
letter McDonnell & Co. takes the opportunity to remind you 
that they are still functioning ee those restrictions that 
you told us they put on themselves in July? 

Yes, it does. They did. | 

Do you have Exhibit 80 before you, sir? 


Yes. 
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Qa Have those July restrictions that we have just 

_ talked about been suggested by you in Exhibit 80 when you 

wrote to McDonnell on April 2nd, 1968? 


A Probably most of them had their origin in these 


suggestions. They were perhaps some that they thought up 


on their own. Certainly they adapted them to their own 
particular circumstances. 

Q ey: Bishop, McDonnell & Co. in about the summer an 
fall of 1968 was attempting to convert to a computer system 
to do their books and record-keeping, ee they not? 

A: NOS. 

Q While they were doing this, sir, did they continue | 
to maintain their prior or preexisting record-keeping 
system intact? 

A Yes, they did. 

Q And where were the actual records of McDonnell 
being kept during this period of the last six months of 
‘68 and early "69, on which system, the new computer system 
or the old NCR system? 

“A The official records were being kept on the old 
system, the old electronic bookkeeping system. 

Q What were they Aesne with this new computer? 

A : Well, when they got part of it ~eady to run, they 


woulda take the same data that they were putting'into the old 


: sy - 
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system and also put it into the new system and find out 


whether they got an accurate record out of it. What they 
would find is that they did not get an accurate record from 
the new system, so they would stop running it. i 

Now, in the meantime the data kept on flowirg 


through the old system and that was the firm's official 


record. 
You mean they would have that data in two places? 
A In the testing period, yes. 
- Q In the new system to test it and in the old system | 
for a backup? 


Q Is that what is known as running a parallel system? 


A Yes. 


Q Sid the exchange ever make any recommendations 


| 
{ 
A That's correct. | 
about running parallel systems when a firm is attempting 
a computer conversion? | 

A We generally thought it was a good idea. | 

Q Does Exchange Exhibit BB-1, the January 28th, 1968 
letter, and Mr. McElroy'’s report of April 1969, the firse 
one a report by McDonnell & Company and the second one a 


finding by your own examiner, reflect that these systems were 


being operated by McDonnell & Company? 


MR. BEEBE: Objection. The document's speak’ for 
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themselves. | 
MR. BROOKS: I think not to the inexperienced 
reader. 
; THE COURT: These exhibits ace already in 


| 
evidence. | 
| 
| 
| 


.MR. BROOKS: They are indeed. 

THE COURT: Is there a reference in there to 

MR. BEEBE: I think the question is asking in 
effect to read the two exhibits, and this witness aidn’ t 


parallel systems? 
write them. | 


MR. BROOKS: I think the witness in his daily or 


in his function would have reviewed these. 


THE COURT: If the exhibit speaks for itself, 


1€ sone | 


then there is no need for him to comment on it. 


language in it is a technical trade term I will permit him 


ty 


to state what his knowledge of Lt as. 


————— 


THE WITNESS: Within that strain, this January 


28th letter does indicate with fairly clear language that 


we are running parallel tests on the old system and the 
IBM 360-40. I think this other one is not quite so clear. 


MR. BEEBE: I don't find that within that 


constraint at all. 


THE WITNESS: That's what it means to me. 


THE COURT: Overruled. I have limited him quite 


Overruled. 


severely. 

MR. EROOKS: I think the layman might not know 
that the 360 system and the 240 system are iin Eelitedties 
systems, your Honor. 

THE WITNESS: On Page 8, my examiner's report, 
the big paragraph in the middle numbered 1, says exactly 
he same thing to me, that they have made attempts to use 
the new system but that they kept the old one running while 
the new one was being tested. 

MR. BEEBE: I move to strike. 

THE COURT: It may stand. 

This has to do with ike parallel systems you are 
talking about? 

THE WITNESS: Yes 

THE COURT: Mr. Brooks, are you going on to some- 
thing else? 

MR. BROOKS : Yes. 


THE COURT: We are going to stand in recess now. 


Ladies and gentlemen, I am going to have to recess 
court at 10 minutes of 4:00. So I am going to shorten up 
your lunch hour a iittile bit. We will reconvene at a 


quarter of 2:00. 


(Jury leaves.) 
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MR. BEEBE: Sir, I didn't feel it was necessary 
to interrupt as we were drawing to the lunch hour, but I 
find the way the questioning and the answers were coming 
out towards the end of this morning somewhat a matter of 
concern. I found that there was a great deal of volunteer-~ | 
ing of self-serving statements by the witness, who is | 
apparently the major party witness on the other side. | 
He was testifying a good deal as to the eiussincie | 
of his mind in the way he testified. He used words like | 
“guess, think, suspect," when we really should be going after 
facts. There was ay enormous amount of leading. 


.Nov, if the witness were a child or something like 


wouldn't say anything, and I didn't even when it got into 


| 
that, or if these were merely routine matters of course I 
| 
matters which were beyond routine matters. Butt) find in | 


effect the way the examination is going, and whac I am asking 


for is a cautionary word so it doesn't continue this way, 
is simply a methed of having documents and interpretations 
and in effect summation by counsel going through a person 


who is sitting on the stand, instead of getting at cold, 


hard facts. 


| 
| 
I am not afraid of facts, but I am worried about | 


operations of the mind, areas where he is in effect announcin 


in the way he answers, statements that are really in the area 
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of argument and conclusionary statements. 
It is particularly troublesome when he is talking 


about what McDonnell & Company did or did not do. Rvcould 


take as an example when he says that they reacted quickly 
and ran over and they were jumping to do our bidding, Biba 
he was asked a question of did you do this or that or the 


ry 


other and he says what he did was very adequate or perfectly 


testifying in that kind of conclusionary way. 
I would like a cautionary word issued. 


THE ‘COURT? Mr. Beebe, also you have the right, 


bg 


‘ 

adequate, I find that troublesome to have the witness : 

you know, to move to strike any of that as it is going in. 
MR. BEEBE: elf I find it necessary. 


THE (COURT < You have not been hesitant about that 


t 
with certain prior witnesses. . | 


MR. BEEBE: I really should have done it more 
this morning and emeieauea before it comes out, eee even 
when it is stricken it is already issued in the open air and 
it is difficult. 

THE) COURT sii hab wi Serie y 

E suppose, Mr. Brooks, you can discuss with 
Mr. Bishop that he should stick with the facts in his answers 

| 


and be responsive to your questions as possible. He does 


from time to time sort of want to continue talking. 
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MR. BROOKS: I think, though, I disagree with 
Mr. Beebe on the state of mind of the decision-maker of the 
exchange as to how he evaluates the firm's response and 
their condition. I believe that is very relevant. That 
is what this case is all about. 


THE COURT: I was not asked to rule on any of 


MR. BEEBE: Not yet, and I won't raise it in a 
peripheral question and answer. But I do think I should 


say a‘word about that if it comes up this afternoon. 


My view of the real heart of this aspect of the 
case is that there are rules. The rules say what they 
mean and ace mean what they say, and they are set there. 
They are set by Congress, and there is really no way to take 
in your mind and say what I am going -to aqrandize ont mae) 


i 


the power and somehow the competence and jurisdiction to | 


-re-interpret away those rules and say that they don't mean | 


this in this situation, they don't mean Chat ian that its 
That is where I am troubled. Where it gets across 
the border into, in effect, changing the rules because in his 
mind he thought that would be a good idea. 
It will have to be in the context of a particular | 
pabiiaw shisl adaenihion, nie that is the area where I am 


troubled. me 


- the premise that there is a certain minimum flexibility 
in these rules in order to make them operable under circum 
stances that nobody could foresee. As I remember ane 
Congressional history of this, they wanted the usetieedaten 


to have a certain flexibility in their administration. 


ap SE NEY 


MR. BEEBE: I am not quarreling or suggesting 
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THE COURT: I would assume, and I have been going 


rigidity to the point of a solid steel door. But I am say- 
ing, your Honor, that there comes a point, and it comes 
rather quickly in the case of Rule 325, when flexibility 

or some other word like it becomes in effect changing the 
rule. That is all I am saying. 


THE COURT: I have formed what I suppose is more 


Nias ridge zee ea Sea WEES 


or less of a clear conclusion that whether you do agree 


with the speed with which they acted, the exchange 


distinguished very sharply between record-keeping problems 


and 325 problems because the 325 problems they acted with 


substantial dispatch. Whether it was a couple of dis in 
'68 or a couple of hours, as somebody said, in the eazxly 
sixties, that one they didn't temporize wi thi. On the other 
hand, they did temporize with record-keeping problems over 


some substantial period of time. 
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‘Vb ORES ENB) ELAS 67 


Dempsey-Tegler, according to the way I read 


opinion, as you winnow your way down to the bottom of 
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they seemed to have carried 325 violations for as much as 
several months, if I read that correctly. The trial judge 
found that that was not an unreasonable act on the part of 
the exchange. 

MR. BEEBE: As I pointed out the other day, sir, 
there it was with much more disclosure to the people who 
were at the other end. 

THE ‘COURT Passing that question, still he did- 
not find the 325 violation response was other than measured 
and within discretion. 

MR. BEEBE: The context didn't come up. Ge 
didn't come up and wasn't argued there because it was a 
different question. 

MR. BROOKS: Your Honor, I was there and I 
argued that question. I can tell you it was argued. 

(THE COURT: Then it didn't get ruled on. 

MR. BROOKS: I think: dt i-daidi. 

MR. BEEBE: On the speedy response argument, 
sir, it seems to me to quickly run out and raise money and 
not follow through. Putting aside the operations side, 
the money side continued horrendously. The only reason 
and way, as I bia tried te show through all the evidence, 
and I believe I would refer to the whole transcript and all 


the exhibits on these points, the only way they'kept the 


| 
| 
| 
| 
| 
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Place alive was by continuing to fool arcund with the rule. 
THE COURT: Let me ask you something, now that 

I have you here for a second, Mr. Beebe, because this has 


been verv troublesome to me and my law clerks and I have 


been in substantial debate for hours over the subject. 


Do you\\centend += and I'm Looking at. Exhibit 86 ~- do you 
contend that other than normal application of the rules, 
seit remember you cited to me yesterday the arbitrage 
decision was other than a normal application. Do you 
contend that other than normal is to be equated with 
unreasonable in terms of regulatory discretion? 

MR. BEEBB's Let me first say that all of the 
exchanges eee have had, as best as I can do as I stand 
here and not by any means waiving or limiting anything else 
that is, in the record or the exhibits, and what have you, 

I contend, and the plaintiffs contend, that the whole 
record shows a ne that amounts to failure to enforce 
the rule. 

THE (COURT: Unreasonable, that is what you have 
to. Get down: to. 

MR. BEEBE: I would submit failure to enforce is 
per se a violation of Section 6, and I think that's what 
Congress said. 


THE COURT: Let me keep you with this word 
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"normal" because Exhibit 86, as you said yourself, is the 
capstone and, frankly, is the high water mark of your 
position. 

MR. BEEBE: Since then I have had some _— 
capstones. 

THE COURT: Do you contend that an other than 
normal application of the rules is per se an ona reasonable 


application? 


MR. BEEBE: I will put it this way, and I think 


se is a fair way to put it: ni u fail to enforce the 
rules, and I mean.in a serious respect -- 

THE COURT: In a normal way. 

MR. BEEBE: If you don't enforce them, and I 
don't mean in a deminimus 2,001 sense, but where you are 
well over the rules, and I am not going to try to lay them 
all out here, but where you just fail that is a violation 
of Section 6 and corer a failure to enforce under 
Section 6 and that is recoverable by people in our position. 

THE COURT: I take it that the language in, 86 
having to do with normal application of the rules, you do 
not draw from that language the conclusion that that means 
an unreasonable application? 

MR. BEEBE: what I draw from all of 86 -- 


THE COURT: No. Please just stay with that. 
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Either yes or no to that. The language is normal applica- 
tion of the rules in 86. You know where I am talking about. 

MR. BEEBE: I know. 

THE COURT: You say if you do not have a normal 
ayplication of the rules, that that application is 
unreasonable? 

MR.. BEEBE: In CNis. case, ves. 

THE COURT: You can conclude from the use of that 
language that that exhibit speaks of an unreasonable regula- | 
tion just on its face? 

MR. BEEBE: Z conclude from that and everything 
else that the rules were not enforced as to McDonnell & 
Company. 

THE COURT: Now, will you go over to the next 


page, about the exchange allowing continued opecsations under 


et cetera, when do you contend that that continued operation 
under increased regulation began? Is that sometime in 
April when we oe that memo of Mr. Schuette with all the 
handwriting on it? 
MR. BROOKS: That is in November, your Honor -- 
Ba a sorry. April I mean. 
This is the one that has a typewritten 


; thing on the top and there are six or seven things down 


| 
i 
i 
i 
| 
increased regulation pending a scaling down of business, 
| 
I 


SOUTHERN C181 ICT COURT REPORTERS US COURTHOUSE 


rdpd 22 1938 
below. I‘'think that is April. 
‘Is that when you'contend the operations commenced 
under increased regulation? q 
MR. BEEBE: I. think there is a lot of self-servin 
material in this. That isn't really one of my contentions. 
It is sort‘of like when did I start beating my wife before 


I stopped beating her. 


| 
| 
I am not contending they didn't regulate properly | : 
at some point. It is just the contrary, that they didn't 
regulate properly. | 
Perhaps I have not made it clear. This is a | 
malfeasance of the exchange's regulatory duties. 


THE, (COURT: You have an exhibit that is in here 


as an admission against interest of the stock exchange and 


language. 


| 
you are trying to hoist the stock exchange on its own | 
The question is what do you contend that language | 


“justifies? Does that justify a jury finding that starting 


at some point they allowed continued operation with are’ 
regulation pending a scaling down, et cetera? Does that | 


period start in April of '69 when the regulations began, 


according to your contention? 


MR. BEEBE: I hadn't really focused on that 


language, sir. As Z look) at it right here, \I would find it 


rdpd 23 
self-serving. 

THE COURT: But you used it for a purpose. 

MR. BEEBE: I didn't use that language. 

THE: COURT: You are not drawing any nen 
from that language? 

MR. BEEBE: As I read it now I would put that as 
sort of a defensive language on their Part. They were 
asin that they were increasing the regulation and, there-' 
fore, they were kind of justified in what they were doing. 
That is my teading of ie, I don't happen to agree that 
the evidence in the case shows that. 

THE ‘COURT: You are not drawing any conclusion 
LOM! Vt? 

MR. BEEBE: As I stand here right now-I don't. 

THE COURT I was tying that together with the 
statement in some interrogatory that your contention was 
that certainly at Bieta icin and as an alternative they should 
have put them out of business and that would have saved 
everybody all that money. 

MR. BEEBE: We are not holding a hundred percent 
to all prior contentions that may have been made and 
answers to interrogatories. I should make that very clear 
that I am not saying on a given day in January the exchange 


was absolutely compelled to come in and slam thé door shut 
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and do, if you will, an Ira Haupt. I think we have gone 


through all the things they didn't do and gone over that 


area quite a lot. 


Can I think a little more about that language, 


THE) COURT: Yes. I am sorry to have cut into. 


your lunch hour. 
MR. BEEBE: My pleasure. 


(Luncheon recess.) 


(Continued on next page) 


Bishor-direct 
AFPTERNOGT SESSTGT 
1:45 P.M. 


(In the courtroom in the presence of the jury.) 


ROB E.R eT M. BIS H OP, resumed. 
DIRECT EXAMNINATIGY CQITINUED 


BY IR. BROOXS: 


Q Mr. Bishop, befors we went to lunch I think 


wa mantionsd restrictions that HcDenneil had adopted for 
themselves in July of 1958. 

Let ma ask you what the Dapartmant of Member 
Firma was loarningabout the conditicn of McDonnell through- 
out that 1568 summer. Can you giva us a summary of what 
thea situaticn was as you knew it? 

A I balieve that McDonnell was with the excepticn 
of thair cemputer conversicn Going substantially what 
they told us they would do - cleaning ies the batches of 
errors that they had en hand and bringing their current 
weet inte currant. condition. 

Q Ware they submitting thosa special operations 
questicnnaires on a timely basis? | 

A Yes, they ware. 

Q Now I balieve the evidence shows that the audit 


, 


by Lybrand Reys for the 1958 year:: commenced in about 
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October 31, 1968, and is of that date. Up until the 
Commencement of that audit wore there any factors that came 
to your attention of a negative neture with respect to 
McDonnell & Company? ’ 

BR. BEEES: Objection your Honor. That is un- 
believably conclusory. 

THE COURT: Well, I will sustain the objection 
on the grounds of form, although I can conceive of the 
area you want to get to. It is a question of how to get 
to it. tery some other way. 

BY ER. BROOKS: 

Q Let's take the pericd from April to October of 
1968, and at the end of October, the ccamsncement of the 
Lybrand audit. | 

During this pariod did you have reported to you 


or learn of any factor which would hava caused you to 


consider to reinstate these restrictions that had been 


listed? 


MR, BEEBE: That is leading cn top of everything 


THE COORTs Overruled. 
A My staff was under instruction to rapert to me 
any major negative things that came to their attention 


about firms, and I don't believe that any such matters 
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concarning McDonnall were. reported to ma in that period, 
Consequently < believe wa recaived none. 

Q Are you familiar with a discu:-ton that had . 
basn going cn Letween McDonnell & Cempany and exchange 


Staff mambers within the exchange staff itself cn the 


question of heaw to treat McDonnell’s, certain of MecDonnell's | 


rights positions under the arbitracs provisions of Rule-325?| 
| A Yes. 

Q Let me sh¢w you a handwritten memorardun which 
appears to ba authority by Mr. Nawman, which I premarked 
as Exchanges Exhibit LLL, and ask if you cia identify that 
as Me. Newman's note, 

This is Mr. Newman's note, 
Do you racall his handwriting? 
Yes, 

Q Do you recognize tha date, the receipt stamp 
therecn as;a starp that would be applied ie the Department 
of Mombar Firms? . 

7 ay Yes. 
MR. BROOKS: Your Honor, & c“fer this as the 
next exhibit iin evidence. 
BESRE: IL object. IX den't sae any foundation 
for linking it with this witness on the recegnition of 


handwriting and a stamp. Wa hag Mr. Newman here. 
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This seams to refer-- do you have a copy, sir? 
THE WITNESS: Yes. 
MR. BEEBE: Well, the first centencs refers to 
omathing, as you can see, sir, and I am 16t sure whether 


it is supposedly attached to this a what it is, but Newman 


isn't here to testify. 


MR. BROOKS: I would bs glad to read it, your Honcr. 


| 
| 


MR. BEEBE: No, I doa't think you should read it 
until it is in evidence. 

THE COURT: What was the question? 

(Questicn read.) 

THE COURT: Mm that foundation I will sustain 
m the objection. 

MR. BROOKS: Your Honor, are you aware that he 
Shas. identified Mr. Newnan's handwriting? 


MR. BEEBE: I'm sorry, was that earlier? 


MR. BROOKS: Yes. 


Mr. Newman's handwriting, but that certainly doasn't lay 
a foundaticn for this witness. 


THE COURT:Tt doesn't tie him in. That is ry 


| 
MR. BEEBE: That may be ai: identification of 
| 


problem. 


MR. BROOKS: Can you read that sentence, your Honor? 


THE COURT: I can, but the mestion is, does that 


1945 
sih5 Bishop-direct 


refer to anything that has anything to do with this casa? 
MR. BROCOXS: Can I ask him if the memo as a whole 
rofers to the case? 
THE COURT: Absolutely. 
BY MR, BROOKS s 
Q it. Bishop, doas this mamorandum rehate to tha 
arbitrage of rights question that haz been discussed from 
tims to time? 
A Yes, it dcas. 
Q Do you see the first sentence -- 
THE COURT: How come you know that? 


THE WITNESS: X knew it from knowing tha file cn 


this subject, and this is part of tha file ana that subject, 


It was part of an exchanga of decuments batween Staff 
members which eventually cama to ma.- 

Q Did the entire file ccma to you? 

A Yes. ) 

Was this document in tha: file? 

Yes. 

MR, BEEBE: I press the cbjection. Mr. Newman was 
here, and it seems really a stranga way to do this. Ths 
ruls that was applied to me was that the man had to be on 
the stand and it had to have seme connection with the 


witness bafore ZI could gst that decuzrent in. 
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UR, BROOK: The witness said he read it when 
the file was presented to hin. 

MR. BEEBE: Well, that would take in everything 
on the New York Stcck Exchanga, I suppose, Lf he read it 
yesterday. 

Can't wa just examine the witmess as to what 
he knows? That is really what I am getting at. 

THE COURT: Yes, I am going to sustain the 
objection. I don't see where it carries us, for cme thing. 
It may ba the basis of a conversation he had with somebody 
on the subject, but the exhibit itself doas not seem to 
possess relevance to our issues. 

MR. BROOXS: The note suggests alternatives-- 

MR. BEEBE: Your Honor, could wa have this at 
the side bar s9 wa don't collaterally get the note before 
the jury if it is not coming in evidence? 

THE COURT: I guess wa batter have it. 

(At the side bar.) 


MR. BROOKS : My point is, your Honor, Mr. 


Beebe has made a lot of the fact that the lov level staff 


members who are faithfully doing their job and making 
recommendations, and these recommendations ware turned down 
by higher management for soma reason3, and he shows 


Suggestions by Mr. Newman just like this that maybe we have 
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a change of capital rule to accamrcdata McDonnell. This. 
is a nota by Mr. Nowman which suggasts two altarnatives 
to treat this problem, Qas is to carry the accounts en 
a trada date basis. 

The witness, if parmittad to testify, I think 
will testify that that was the Sibtoen atte that was > 
essentially followed, and that rather than the higher ups 
acting centrary to the reccemmandaticns of lew level em 
ployeas, that this was in accord with a suggestion of 
a low loval employee as a way to pauiie. ene arbitraga of 
rights quasticns. 

THE CCURT: Who was this addragsed to? 

MR. BROOXS: Mr. Waterbury, who was the asaistant 
chief oxaminer from Mr. Newman. 

MR. BEERE: The preblem I have with this witness 


now is that the witness as he sits cn the stand can testify 


that they did not follow the suggestions of the lower people | 


or @id sema other arbitrage thing. That is his testinony. 
Mr. Newman was here. Wa could have cros8-examined nee 
Newman. 

MR. BROCHS: I dent think I hava to try my case 
the way Mr. Baabe wants me to do it. 

Isn't this a business racord of the exchanga 


e 


kept in tha normal course of business? 
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MR. BEEBE: I think ow a self-serving basis— 

“MR'SBROOKS : What has that got to do with a ) 
business record, Mr. Beebs? You can refute it on CLYOSS » 

These were mado available to Mr. Beebe. his 
notation on it is by his predecessor, 

MR, BEEBE: That is not the point. The point is 
whether it is admissible here. 
; Why den't wa just go through a witness? Ve 


have got a witness here. 


THE COURT: Mr. Brooks, isn't the bottom line 


that this man is going to say that as an alternative for 
haudling arbitrage there were certain possibilities and 
they reached a certain conclusicn? 

MR; BROOKS: But I think it is important that 
those alternatives were many recomvendations of the lower 
staff, because Mr. Beebe tried to develop the theses that 
lower staff was doing the right thing = management 
was rejecting them. He said he gat a file on the arbitrage 
question for his consideration, and this was among the 
documents. 

MR. BEEBE: As I read this, Mr. Newman was told 
by someone, "Give me soma suggestions as to cther ways 
to do it,” and he says, "I don't see any way out except 


for the suggestion made by WEJ" -- which is Jonas, who is 
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also not here -- 

THE COURT: If he is prepared to show that he 
considered this remorandum among other items in the fall 
in reaching that conclusicn -—- 

MR. BROOKS: I think you said that already. 

THE COURT: -- than I will permit 4t. 

MPR. BROOKS: I think Mr. Arning testified it ..- 
_— his decision, but I think Mr. Bishop will testify 
he was part of tha decision making precess. Mr. Arning 
was the final decision maker, a3 Mr. Eseba brought ont. 

THE COURT: £ will permit it cn that basis. 

(End of side bar discussion.) 

(Xn open ccurt.) 

BY MR. BROOXS: 

Q Correct me if I am wrong, Hr. Bishop, but did 
you testify that this letter cams to you in a file or that 
this memo came to you in a file with — dccuments about 
the arbitraga preblem? 

A Yes. Yt was not a file at that point: it was 
just a collecticn of the background to the matter coning 
up for rs to lcook.at. 

Q For what purpose was tha matter submitted to you? 

A To get my opinicn, I think, on how © felt about it 


or for passing it aleng to Mr. Arning, I am not sure which. 
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Q Did you read the msmorandwm which is Exhibit LLL | 
at the time the file ws sent to you? 

A Yes. 

Q And did you have any discussions with Mr. Arning 
about the probleme of arbitresgs? 


A Yes, X did. 


Q Were your discussions with Mr. Arning based 
a among cther things, a fils which hed been presented 
to you? 

A Yes. 

MR. ERCORS: I now offer it in evidence. 

THE COURT: It will kha received. 

(New York Stock Exchange uxhibit LLL received 
in evidence.) 


MR. BROOKS: May I read it to the jury, your Honor? | 


THE COURT: You may. 


MR. BROOKS: It is a note cn the memo headed George | 


It is addressed to L. Waterbury. 


H. Newman. e | 
| 


“This chestnut is up again. I don't see any way 
out except for the suggestion made by WEJ that the rule 
be changed or that McDonneli carries its accounts on a.-. 


trade date basis, 


Do you agrea? Over." 
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On the next page it says: “Parhaps Elmer Chesney 
has some ideas." 
Initial of Mr. Nawmen. 
BY MR. ERCOKS: 
Q Who was Mr. Waterbury? 
A Mr. Waterbury was the assistant chief examiner 
of the exchange. 
Q Mr. Nawman we knew. 
Who was Mr. Chesney? 
Ha was the chief examiner. 
MR. BEEBE: May I just correct one thing on thea 
I didn't at the end of the first page it was 
you agres?" 
It really is" Do you?” 


MR. BROOKS: It is net altcgather clenr, your Honor- 


MR, BEEBE: I don't see the word “agrea.*.  .- 


MR. BROOKS: You are probably hehe 

Q Mr. Bishop, did you cours:1 or discuss with Mr. 
pede this problem bafore you mada ‘ha decision on at? 

A Yes. 

Q That decision .which he made, did it folley eithar 
of the alternatives that are set forth in this msmorandum? 

A In a sense. 

Q Which one? 
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The trade date basis. 

‘Now, can you explain to m2 how the question 
was determined and how it relates on a trade date basis 
s0 that beth I end the jury can understand it? 

BR. BEEBE: Is this a questicn that goes to the 
process of the dacision maker? 

THE COURT: No. What is msant by carrying it on 
a trade date basis, 

MR. EEEBE: No cbjectica. 

Q Maybe we Gught to back up to make sure we have 
the questicn in mind, Mr. aisha: 

What was the problem? What did McDennell want 
and what was the issue? 

A Well, I will explain trade date basis in the 
process~-— 
Q Can you first explain the problem? 
THE COURT: Yes, go back to the problem. 


Q What is-that issue here? Iicss it have something 


to do with Rule 325? 


A Yes. 

Q Does McDonnell want capital credit for somthing 
that the exchange is not sure they ought to have? 

A They want the absence of a capital charge for 


somsthing. 
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What is that that they want the absence of a 
capital charga for? 

A As the rights specialist cn the exchange they 
sometimes buy rights to subscribe to a stock, and at the 
same time sall the steck itself. What they can do is 
take the rights and sand it into tha company with sone 
mcensy and get somes steck, which they can then deliver agains 
a sals they have made. | 

Now, tha reason they do this is that there is.. 
a small difforence batween the prics of the rights and thea 
price of the stock, and mayba thay ara abla to meke 
12%; cents a share in doing this transaction. 


They do both of thase at approximately the same 


time on the flcor of the exchangs, #0 that's called an. 


arbitrage, and normally there is no capital charge in 
respect to it bacause there is no risk, You have bought 
the rights and you have sold the steck all within a fow 
minutes, 

, Now, normally both of these transactions settla; 


that is,the monsy and tho sharos are exchanged between the 


corporation, 
Howsver, rights expire on a certain day. Usually 


they ara only goed for a month or two months or three months, 


| 
parties involved fcur days later in our steck clearing . 
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something like that, and then they expire, thsy cane to 


an end. The steck keeps going. So in the last four days 


bofore the rights can expire, the time to settle them 
— shorter. You don't have four days left. 7 | 

So the exchange trades in the rights in a gereacetk 
way in these last four days. The trade in what we call | 


fer cash, which means thet on the same day that the trade 


two firms involved. 


is made the money end securities are exchanged between the | 
| 


Kow, meantima while the rights are being settled 
-on the sama day, the stock that has been traded on the 
sama day doesn't settle until four days later, and it was 


this phenomenon wiich recurred with McDonnell because - 


oftentimes the expiration of rights were at abcat the 

game time as having to hand in a capital questicnnaire 
because they oftentimss came at the end of the month, so 

it recurred with them as a problem, and — thought that 
|it was unfair for a capital charge to be made because 

they had a position that hedn’t settled fer four days. Now 
that is called the settlement date basis of bookkeeping. 
There are two basic methods of keeping books 
xOr a securities firm in this respact. Most all firms keep 


‘their books on a settlement date basis, which means that 


they don't officially enter a trade on their books until 
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the ssttlement date. So that it reflects in their capital 


New, a few firms keep their books on a trade 
date basis, which maans that thay make the official entry 


on their books on the same day that they trade. 


computation not until the settlement date. 
! 


The bookkeeping rules generally contamplata 
keeping your books en a settlerent date basis, but in those 
_ instances where firms do it on a trade dats basis, 
special approval has been given for that by the exchange 
and the SEC. 

Now, wa sometimes have ccrs to instancas where 
firms normally keap their books cn a settlement data basis, 
but for a particular series of transactions we have pernittaal 
them to consider it on a trade date basis, and this was | 
one of these kinds of things going on. 

There is another one going cntoday at the New york 
Steck Exchange, and there were stories abcut it in both 


newspapers this morning about the #tmarican Telephones warrants- 
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MR. BEEBE: Sir, could I interject and 
object to this question? I also find the telephone 
Warrants interesting but not particularly pertinent. 
THE (COURT: Let*s not get into that. 
As I understand it you are saying, what you and your 


colleagues were discussing were the last four davs in 


connection with rights, you were discussing permitting 
McDonnell to keep its books on a trade date hasis. 

THE -WLENESS: In a sense, yes. 

THE COURT: And that would mean they would 


not have, in effect, an open eccount upon which stock 


was due. 


THE WITNESS: That they would not have a lonq 
position in the stock that had not yet settled. 

THE, COURTS And to the extent that theywere 
LONG an that; that was a capital charge against them 
Under 325* yight? 

THE WITNESS: Yes. And Since they had 
offset it with the opposing transaction, we ruled they 
did not have a capital charge. 

THE COURT: I take it from what vou said 


earlier that in certain instances there had been 


_ situations in which you had permitted hooks to be kept 


in whole or in part on a trade date basis? 
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THE. WLTNESS + Yes. There was another 
American Telephone offering of the kind that's going on 
now about 1962 in which we had done it. There was 
Studebaker-Packard when issued in the early '60s, wus 
we had done it on specific instances where firms had 
some special kind of thing going on at other times. 


We also permitted it in at least one member 


firm that kept their books on a trade date basis. 


Most! 

THE COURT: I think, Mr. Bishop; you had 
better see what the next question is that's forthcoming. 
Q Mr. Bishop, let me show you a copy of 
Exhibit 35A, which was introduced by plaintiffs. ash 
you if you recall having seen that document and indeed 

authored at least part of the first.page of it? 

A Yes, I wrote the top part ofthe page. 

Q And hetero Le Tomigkt just describe Lt 
for the). juKy, it's a note from you to Mr. Schuette 
making some remarks about information yu have learned 
about McDonnell & Company, and below that a note back 
from him making a reply. 

Tne first sentence of your note reads: 
"Tl am told that McDonnell & Company has 


lost severl VP's (seven or eight) since the death of 
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Sean McDonnell." 
Let's just take that sentence. Did vou 
know anything more about the information that had come to 
you in respect to who those vP's were? 
A I thought they were producing vice presidents. 
What's a producing vice president? 
A Well, basically the same as a registered 
representative. People who primarily spent their 
time in serving customers' accounts, being branch office 
managers, things of that kind. 
12) In the lanauage of the trade, Mr. Bishop, 
is a producer the equivalent of a business getter? 
A Yes. 
MR. BEEBE: Objection, leading. 


THE .COURT: Overruled. . 


12) If you had a back office problem, Mr. Bishop, 


would plininebiie we seven or eight siren tose help or 
hurt the back office problem? 
A It might help in reducing the amount of 
business. 
Q Now, you go on in your note to say: 
“In addition McKay is in poor health and 
the man they hired to relieve him has left the firm. 


Their operations and control is therefore said to be 
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declining rapidly. Please give me a report on how the 


latest information we have looks in comparison with 


the period in which we Kisbiintes them." 

Let's analyze that for a minute, sir. What 
was the period in which we restricted them which you 
referred to in the note? 

A It was the period I spoke about this morning 
I think back in April, where for two or three weeks we 
had had them on restriction. 

0) Now, did Mr. Schuette respond to your 
request for information? 

A Yes, he did. 

Q Is that information summarized in his note 
below and attached in various schedules that are part of 
Exhibit 35A? 


A Yes. 


(@) What do you recall Mr. Seebeets conclusion 
was for any action or decision in respect to the problem 
that you had raised? 

MR. BEEBE: Is this apart from the note 
itself which we have in evidence? 


THE. ‘COURT: I assume so. 


MR. BROOKS: The question was what do you 


» 
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A My recollection is that Mr. Schuette told me, 


as well as giving me this note, that he didn't really 


See any basis in what we had been receiving for the 


report that I had heard that McDonnell was Geclinina; 
that, however, since the audit was going on that we would 
have something definitive on that as soon as the audit 
was finished and let's wait and see what it shows. 
Q Mr. Schuette attached some supporting 
schedules to his memorandum. Did you review those 
supporting schedules? 
A Yes, © did. 
.@) And as a result of the review that you made 

did you find anything which causeed you to think the 
condition of McDonnell & Company in about November of '68 
was worse than it was in March of 1968 when you restricted 
them? 

MR. BEEBE: Objection, ee it caused this 
man to think or didn't think I den't see is relevant. 
The document speaks for itself. We are not here 
testing the mind of Mr. “eee in 1968, November. 

THE COURT: The question is whether the 
response was reasonable under the circumstances. Over- 
ruled. 


MR. BEEBE: It caused him to think is the 


rdr Bishon-direct 
way the question was phrased. 

THE COURT: I think I understand. Over- 
ruled. 

A I agreed with Mr. Schuette's analysis of 
these figures that in January it looked better than it 
had at the time we had them under restriction. 

Q Can you be any more specific, sir? What 
particular factors were about the same or better? Was 
there anything worse in there, if any? 

A Mr. Schuette on page 2 of his notes listed 
six areas which he then backed up with schedules, so 
the figures that had been submitted on the front, the 
operations questionnaires and which had been subjects 
in which they were weaker back in the spring, and the 
figures in the schedules support what his conclusions 
were here, that error accounts were better by August. 


That as to stock record differences he pointed out there 


hadn't been any complete count mate but the previously 


known stock differences had been greatly reduced; that 


something called DK fails were down but they were 

not completely cleaned up yet; that the record keeping 
on the customer accounts, which is a very important 
area, was being kept current. They were not lagqing 


behind on that; that suspense, accounts, which are 
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another important indicator of errors, were down to small 
amounts, $7000 on four items; and that dividends were 
still a problem. 

MR, BEEBE: The words are “a large 
problem." If we read from the exhibit we should read 
al) vo! at. 

9 ts the word “Large” there? 
A Yes, the word “larqe". is there. Let's look 
the schedule and see what it Says. 

MR. BEEBE: May we read the exhibit? 

THE COURT: He is not reading the exhibit. 
is giving what he was caused to conclude from looking 
Ley 

MR. (BEEBE: I guess my objection is that 
does sound like reading from the .exhibit. 

THE COURT: I didn't get that feeling. 

A I think I concluded from er Mr. Schuette 
had given me that the dividena prorlem was no worse 


than it had been, but the firm did not have a aood plan 


for correcting in that area. 


Q Did not have a qood plan? 
A That is correct. That was always the 
last area thatyou were able to correct. You would cet 


everything else in order before you could solve the 
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dividend problem. 

Oi. Does the memo contain any information on the 
capital ratios? 

A ¥es:. 

Q there any problem indicated in the figures 
presented with respect to the capital ratio? 


MR. BEEBE: I pose the same objection. 


It's asking him to read out of the memo. 


MR. BROOKS: I am asking him to interpret 
it, your Honor: 

THE: \COURT + 
of this memo with the period of restrictions in early 
‘68 md what he concluded with regard to the sencelblen the 
company wasS going in. 

Am I ryiGht in that, Mr. .Brooks? 

MR. BROOKS: That is correct. I believe 
Mr. Beebe developed saat line of inquiry in his examin- 
ation. 

THE COURT: Overruled. 

A The latest capital figure was slightly lower 
than the capital ratio figure had been back in March and 
April. It was 1369 per cent. 

Q Noy, you did receive some later information, 


. . . . ’ 
I believe, Mr. Bishop, and I show you Exhibit MMM and 
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ask you if you can identify that for me? 

Res Yes. This is a special operations question- 
naire filled out by McDonnell & Company as of December 
31, 1968, and also showing information that they had 
preser :ed to us the month before as well and information 
that they had presented to us as of March 21, 1968 and 
received by us in January. Although we received tis 
form in January the information as of November and 
Merch we had received earlier on other reports. BENS 
just repeated here. 

8) You are receiving the December 31 information 
for the first time? 


A That ‘*s correct. 


.@) Can you tell me when you received 


document? 
A Januany 15, 1969). 
Q How can you tell that, sir? 
A Our date stamp, receipt stamp 
examiner appears on the upper left. 
MR. BROOKS: I offer it in evidence, 
your Honor. 
MR. BEEBE: My first problem is that I 
don't see the telltale note on the bottom of the 


page indicating thta it was previously produced. 
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Was it previously produced? Canyou make 
a representation as: to that? 


vo 
MR. BROOKS: T «Gan: I can say that all 


operations questionnaires to the extent they existed were 
produced for counsel for the plaintiff. This is one of 
them. 

MR. BEEBE: May I just have a minute to 
look through it,your Honor? It was not made 
available. 

THE COURT: Surely. 

(Pause) 

MR. BEEBE: On counsel's representation 
I have no objection. 

(Defendant Stock Exchange Fxhibit MMM was 


received in evidence.) 


0 Mr. Bishop, we have looked at 35A, which was 


written as of November 7th. As I ore Your 
testimony this document indicates the condition of the 
firm at two subsequent dates, November 30, '68 and 
December 31, *68+ is that eorrect? 

MR. BEEBE: I object to that as leading 
and also as a mischaracterization of what the document 
says. Let the document speak for itself as to what it 


does and doesn't do, I submit. 
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MR. BROOKS: Isubmit there is a certain 
amount of interpretation that can be applied to this to 
make it understandable. 
MR. BEEBE: NOt by counsel. That's my 
objection. 
THE COURT We have to get at it somehow. 
Do you have the question in mind, sir? 
TE Jost iit) exactly. 
MR BROOKS: Read it back, please. 
(Question read) 
A It's slightly inaccurate in that -- let's 
see, did you say November 7th was the last? 
10) 35A was information written on November 7th 
or islightly | before 
A Your: statement: is accurate, correct. 
Oi: Now,-you have told us about your conclusions 
after you had considered 35A at the — that it was 


presented to) vou,. Did the receint of this special 


operations questionnaire show youanything to the contrary 


of the conclusions you reached after you read 35A? 
A It hac a hint of something in addition. 
Q Tell me what the hint was. 
A Well, in the next to the last pace it qives 


, 
some figures for difference accounts which a footnote 
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Says, I think -- let's see, It's in "D, stock recora 
differences," a footnote says, "Differences reported by 
their auditors who were in the process of typing their 
report," 

So that there aresome figures in the 


December column, there are none in the November column that 


give us a hint of what the audit is beginning to show. 


0} What does it mean when an audit shows 
differences? 
A Whenthe auditors originally try to balance 


the stock record, the list of the customers who own 


versus where the securities are there are normally 


errors just made in the counting of them, Some of the 


auditors! personnel get-names of securities mixed up and 

count them wrong, and so LOTTE. So\'that normally when 

you first do a count you have a fair number of fairly 
large differences. Then they start oem rem them 

to find out whether they made errors, When they 

ce all of their errors, then what's left they 
tart looking to see how did the firm make these errors. 

In the process of doing that, by the time 
the auditors are finished the numbers are vicinity eut 
down quite a bit. 


As I understood this questionnaire they were 
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telling us what the auditor's fiqures were as of 
. Recanber 31 and not what the auditor would be finally 
reporting to us. 
In other words, they were in the process of 

this research to find out what errors they made. 

Q Are these problems of concern, the numbers of 
this size. (in emewcline to stock record differences at 
this time in an audit? 

A No. And furthermore, the relationship of 
the numbers is Saeuwxints in that they had long differences 
of ee and short differences of a million three. 

Noy, that means that the predominance of 

stocks that they looked as though they had on hand, which 
they didn't have any owner for, and therefore it micht 
belong to the firm, was far larger than the opposite, 
more worrisome side of stocks that appeared to belong 
to customers that didn't appear to he eit 

9 Mr. Bishop, ees a look at the front page 
Lowke of this exhibit. You see where the column is 
headed "Previous month end as of November 30, 1968"? 

A Yes. 

0) Would there have been a special operations 
_questionnaire submitted as of that date about a month 


earlier showing that information? 


i 


\ 


| 
| 
| 


| 


i 


\ 


pomreenes aed 
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A Well, if we could be sure that McDonnell 


was giving monthly operations questionnaires, yes. 


But if this was a firm that was only giving quarterly 
ones, than we would not have gotten it but it's my 
impression that we did get monthly ones in this period. 

Q I believe we looked at an exhibit this morning 
which you put that requirement on the firm in the spring: 
do you recall that? 

A Yes. And I don’t believe we listed it. 

So I think we chonta have it for November also. 

Q Now, we come to the audit. We have the 
special operations questionnaire on about January 15th, 
according to the date stamp. I believe the audit was 
received at about that time. It, was late, wash't it? 

A Yes, it was. 

QO Had there been requests made for an extension? 

A Yes. 

Q When. would it have been due under the 
normal rule? 

A December 15th. 

1) I show you a atk that has been previously 
marked as Stock Exchange Exhibit DD and ask you if 
you have seen that letter before? 

A Yes, I have. 
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10) Can you identify the letter for me? 

A When a firm requested an extension, or their 
auditors did, on completion of an audit and the filina of 
financial questionnaires, the stock exchange gave the 
auditors four questions to answer, and thisis the answer 
to those four questions. 

Q Who devised those four questions to he 
answered by auditors when they were seeking extensions 
on behalf of their client? 

A Did sais say devised? 

Q Devised. 

A Died. 

Q Do you recall having seenthis letter on or 
about December 23 or 24, 1968? 

A Yes. 

0 Was it furnished to he stock exchange? 


A Yes, I believe it came ainvwith the letter 


of McDonnell requesting an extenSicn. 


MR. BROOKS: I offer this as the next 
exhibit in order, your Honor. 

MR. BEEBE: No objection, your Honor. 
Was it two D's or three D's? 

MR. BROOKS: Two D's. It had been marked 


earlier. 


ht ai aint as 
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(Defendant Stock Fxchange Fxhibit DD was 
received in evidence) 

MR. BROOKS: I would just like to Say 
for the record that the document I referred to a little 
while ago in which Mr. Bishop imposed the monthly require- 
ment for an operations questionnaire was Exhibit Shy in 
case counsel needed that. 

9) Now, Mr. Bishop, what was the purpose of the 
four questions that you devised for letters such as 
these? 

A Well, we wanted to get some assurance from 
the auditors that the reason for their delay was something 
reasonable and that they weren't discovering some 
terrible events at the':firm that were being withheld 
from us while they continued working. 

Q Any terrible events disclosed in Exhibit Dn? 

MR, BEEBE: I believe it ous for 
itself. I object’ to that questicn, 
| THE COURT? I think if you have phrased 
it to any events as he regarded as beingterrible. 
MR. BROOKS: I will adopt your Honor's 
Suggestion. 
A I would isay just) the opposite. 
Q What is just the opposite? 
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A That we were reassured. You. Know, all of 
the anawexe to the four questions were the kind of 
answers that we would look for in civing favorable ‘ 
consideration to'a request for an extension. We would 
have said yes based on this kind of letter, and I think 
we did. 
MR. BROOKS: Your Honor, I would like to 
read a passage of it, if I may, to the FUY « 
(Portion entitled "Capital" of Defendant 
Stock Exchange Exhibit DD in evidence was re-:d to 
the jury) 
Q Mr. Bishop, were requests for extensions to 
file an audit normal at this time? 
A Yes. 
1@) Was ‘more than one request normal? 


A Yes. 


Q Was that true the preceding January or 


February? 
: A Of) 1969? 
MR. BEEBE: Objection t6 this line of 
questioning. 
THE COURT: Overruled. 
Q That would make it the preceding January 


» 


of 1968, about a year before. 
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A That is when it began to be more ee than 
it had been p eviously. 
@) New, do you recall what the resrlts of the 
audit were? | 
A ‘That we received in January 1969? 


9) Yes. Let me put that before you, Sir, $6 


you are sure of what I am speaking. I show you wxhibit 


vA 

A I believe that our analysis of this audit 
report indicated a capital violation by McDonnell. 

Q Do you recall how much the violation was? 

A I believe that by the time we looked at hcg! 
for a week or so we thought that they were about a half 
million @ollare, a Pittle tese than a half million dollars 
Shore. I don't remember the ratio. I know we hassled 
around abe st it fora while, But our dnitial firm 
determination was a little less than half a million 
een 

Q To regain compliance? 

A Yes. 

Q Do you recall a meeting at the exchange 
about January 29th with the principals of McDonnell 
discuss the audit? 


A Sort of. Yes, I guess: 
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Q Let me just show you a letter that is dated 
on the 28th, Exhibit BBl, and ask you if you recall having 


received that letter before your meeting? 


A ’ [ remember this letter. ; 

Q What. =-- 

» i] 

r 

peat ; ‘ ; | { 
A I wonder if we didn't have some meetings 


even before this letter, but maybe we didn't. 


QO Could you summarize what McDonnell is 


doing in that letter? 


MR. BEEBE: Again, sir, objection. 


THE COURT: I think it does speak for 


itself. 


Q Do you recall at this time that McDonnell 


proposed that it adopt self imposed restrictions? 


A Yes. 


Q . Does that letter set forth the self imposed 


restrictions? 


A Yes They are listed beginning on page 5. 


18) Would there have been or were there any other 


restrictions that you felt appropriate to apply to 


McDonnell at this time as a result of the 


audit report and the other information you knew about 
the firm? 


A 
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(@) Take a look at page 1 of Exhibit BBl, Mr. 
Bishop. — that page =- 

A Which one? 

MR. BEEBE: It's im your hand, sir, I believe. 

@) Does thatpage reflect the withdrawal of 
any capital funds from McDonnell & Company by a voting 
stockholder? 

A It reflects some what is to be withdrawn. 

@) About how much, exactly how. much? 

A $405,000. 

Q Does it reflect any additions to the 
capital of Me Donnell that had been made or would be 
made? 

MR. BEEBE: Objection, your Honor. it 
reflects what it reflects. 

THE COURT: I have a feeling this is a 
foundation to qo on to something else. an overrule 
that objection. ) 
| we get an answer? 

and a half million dollars. 


there other subtractions and other 


additions shown to have been made to the capital of 


McDonnell on that first page between the audit date 


October 31 and the date that the letter is written? 
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Yes. 
Q ; How does it net out, Mr. Bishop? Is there 
a net gain to the capital of McDonnell or a net loss to 


Capital? 


A A net gain of $845,009. 


Q That is capital they didn't have on October 


31s TS ithat correct? 
A Correct. 


Q Take a look at page 5, sir, is there anything 


on page 5 which relates tothe vsisuel of ia box count 


that has been discussed from time to time at this 
trial? 
MR. BEEBE: Your Honor, why don't we just 


read from page 5? 


MR. ‘BROOKS: I could read it but I don't think 
anybody would understand it. ‘ 

MR. BEEBE: I think we didn't qet delivery 
on the earlier foundation and I don't know if we are just 


building foundations without houses. So I object. 


THE COURT: Mr. Beebe is technically correct, 


MR. BROOKS: Maybe Ishould read it. Lf 
_everybody thinks it's clear, I will move on. But Ff 


don't think it is. 
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THE COURT: Well, we have to work some kind 
of a compromise to make sense of this evidence. 
Mr. Beebe, why don't we read itamd if there 
is a need for an explanation, we will have it. 
MR. BEEBE: I just found I:had similar 


objections made on myrresentation of the case. yr don't 


mean to be overly technical. If there is some genuine 


foundation that this is not simply a way of bringing 


testimony that's already in and bringing Le Anagata.|) 2 
will withdraw my objection. But I think that's what's 
happening. 

MR. BROOKS: I. think Mr.. RBeebe's suggestion 
1S a good one, your Honor. I will read it and then I 
will ask the witness some questions on the reading. 

On page 5 it says: 

"On January 2, 1969 we instituted a cyclical 


. 


box count of securities to effect a complete count of all 
securities at least twice a year.” 

0) Now, Mr. Bishop, can you tell us what, in 
practice of your trade, a cyclical box count is? 

A Yes. There are two different ways of doing 
One is to take stocks in alphabetical order and do 


e A's one day and the B's another day, and so forth, 


you get all of them done over a Six-month period. 
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Another way is to do the same thing according 
to the date that the firm pays a dividend, becauee you 
want to make sure that everything is straiqht on the 
day a aieiaens is declared or paid so that the 
right customers get the dividend. 
Now, 2£ you do. it that. way, that leaves 
Over some stocks that do not pay dividends, so you have to 
“— them up and do them at some time as well. 
The difference between that and the other 
Kind of box counting is when you do a non-cyclical 
box count, you count all the stocks on the same-day. 
Q is a cyclical hox count a positive step 


toward correcting record keeping problems? 


MR. BEEBE: Objection, leading and asking 


for a characterization and it's conclusionary. 

THE COURT: How do you get at that without 
coming pretty close to it in the first bees aans 

MR. BEEBE: I should think in a situation 
like this you ask him did he do it, which he did. 


MR. BROOKS: Is it good orbad? Maybe it's 


MR. BEEBE: Certainly this man is not the 
man to testify. He will say everything is good. z 


think that's fair. That’s really what is qoing to 


Bishop-direct 


MR. BROOKS: I object. 

THE COURT: Yes. Strike that. 

Ladies and gentlemen, disregard comments of 
counsel here. 

The objection is overruled. 

Do you have the question in mind, Mr. Bishop? 

Yes, 

0) Tell us. 

A The answer is that it's good because it 
gives one an opportunity to analyze whether there are 
errors in the stock record for a particular stock on a 
particular day and straighten them out. It also gives 
you these errors in manageable pieces. Mayhe you WELT 


get 25 of them at a time instead of .thousands. 


Q On page 6 of the exhibit it says: 


"In December 1968 McKinsey ee 
management consultants, were retained to assist us in 
improving the profitability and to increase the efficiency 
of operations," 

Did you have any knowledge at that time 
ef McKinsey & Company? 

A Yes. 


19) What did you know about them? 
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A I had interviewed them on several occasions 
with the possibility of doing work for th® exchange. 
They were a leading firm of management consultants. 
Most of the audieing firms have divisions that do 
this kind of work. They are a qreat big organization 
of people who consult on different kinds of business 
problems. 


Q I'd like to read three paragraphs on page 6. 


"Mr. Owen W. Yager, CPA, became vice 


president in charge of operations in September 1968. 
Mr. Thomas Cassidy, formerly vice president and director 
of First Boston Corporation, became senior vice 
president-underwriting in October 1968." 

ahewaitive a paragraph -- maybe I should not 


a 


"Since that time, six additional officers, 
all experienced in corporate finance, have joined the 
firm: Mr. David W. Rome, CPA, formerly with Lybrand, 
Hoed Brothers & Montgomery, became controller in 
November 1968." 

Mr. Bishop, of the three gentlemen wiose 
names I have read, Mr. Yager, Mr. Cassidy and Mr. Rome, 


do you know which of those were people who would function 


at McDonnell & Company in their back office or on 
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back office problems? 

A I would think all three of them. 

@) Mr. Bishop, let me show you Exhibit AA, 
which is the examiner's white sheet on the 1968 
audit of McDonnell & Co. Do you recall having seen 


that at about the time of your meeting with McDonnell 


and Co. personnel in January of 1969? 


A I don't recall whether I saw this document 
at that time or not or whether I had information 
extracted from it. But I knew of the situation reflected 


here. 
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Ea 
Q Do you recall a meeting that you had with : 


McDonnell & Company and discussed the preblems that they hed 
A Yes. | 
Q Do you recall who was there? 


A I think McChesney, McKay -- I don't really, re- 


member who else was there; perhaps Stock-- 
Q How about Mr. Schuette? 
A He would have been there, yes. 
Mr. McElroy? 
Yes, he was there. He had been looking at this. 
Now, what did you tell the people from McDonnell 
at that meeting? 
Yes, I remember this meeting a little better -- 
MR. BEEBE: Could we fix a date o this? 
Q Could you fix a date, Mr. Bishop? 
A I don't like to fix dates but I think it is 
the January 29th meeting. 
Isn't that what we are tulking about, the 26th? 
Q let me show you an exhibit which I have 
| pre-marked Exhibit NNN -- 
MR. BEELE: Before we do that, can wa get the 
answer as to what he remembers without looking at exhibits 
as to that very important mseting? x don't think his 


recollection has been completely -- 


1983 
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MR. BROOKS: I believa he said it was January 29th, 


he wasn't: sure. 

MR. REEPE: Wall, if it's just for that date 
XY have no problem, 

MR. BROOKS: Well, IX am planning to offer this 
in evidence and discuss it at length, your Honor, and here 
is a gocd point to do it, 
| THE CCURT: Deas that halp you with the data? 

Taka a look at the first Paragraph -- 

UR. BEERS: May we have a copy? 

MR. BROOXS: Sura (handing). 

BY MR. BROOKS: 

Q Leok at the second paragrarh. 

A Yas, this lecates thea date of this meeting as 
January 29th, | 

Q Dees that refresh your recollection? 

A Yes. 

Q Let’s fecus on this letter of February 24th 
sie a torent, 

Do you recall having seen this letter on or 
about the 24th when I presume it arrived at the exchange. 

A Yes. 
Q Does this Istter describe a response that 


McDennell & Company rade to discussions of tha meeting of 
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the meeting oa January 29th? 
A “Yes. 
MR. BROOKS: I offer this in evidence, 
MR. BEEBE: I guess my only cbjection is we had 

Mr. Spies here, and it was addressed to hin, and we don't 
heave him any more, so I would object that it seems to be 
doing it differently than I have been required to do. 

MR. BROOKS: Your Henor, I don't see what the 
problem is. It happens to be addressed to Mr. Spies, and 
< think it is quite clear from all the testimony that 
Mr. Bishop was the man who made the decisions in thase 
matters, and he has testified that he reviewd this when 


he cene in, 


THE COURT: There is no question that this is an 
authentic letter of McDonnell, is there? 


MR. BROOKS: Your Honor, I note that it was marked 


as Plaintiffs’ Deposition Exhibit 48 for identification 


on some date in 13973. 

: THE COURT: X am asking Mr. Beebe to respond, be- 
cause ‘he is the objector here. I am asking him if thsre 
is any objection as to its authenticity. 

MR’. BROOKS: I'm sorry. 
MR. BEEPE: Well, I euppose I don't hava any 


objection to its authenticity, and I guess I will preserve 
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¥ 
whatever -f may have as to hey it is used with this witnsss, 


THE CCORT: :Vary gocd. It may ke received, 
(New York Exchanga Exhibit MN received in 
evidence.) 


| 
BY MR. BROOKS: | 


Q Mr. Bishop, let's now gat back to the January 29th| 
meeting, 
| Do you recail what you said at that meeting? 
Yes. 
x balieve that is hed coma to pretty firm con 


clusicas before this particular mseting with my staff 


as to what McDonnall's financial condition was, as we 


interpreted it; so I told McDonnell that they had to improve 
their capitel by getting into ceuplianee, by improving 
their capital by abouttalf a millicn dollars, the same 
half millica dollars that I menticned a few minutes ago, 
within a very short period of tire, end then they had a 
Somewhat longer paricd of time to git themselves a cushicn, 
esa I think that was it in the financial area. 

Q What did the spokesman for McDonnell & Ccmpany 
say to you? 

A I think they imzediately aga that they could 
and would do it, 


, 


Q. Did you tell them how to improve their capital 
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position by the $500,C00 or the edditional emount to cone 


in at a later date? 
A No. 


Q Doas tha stock exchange have any reason for 
| 


caring how a firm improves its capital positicn? 


A No. 


{ 


Q Nothing in Rule 325 about kow it improves it, 


ve there? 

A No. = 

Q Did McDoanell make good cn their reply to you 
that they would bring in the $500,000 or so on the dates 
that you gava? . 

m. In my first demand I think they almost doubled-- 


they did better by almost a hundred per cent. 


Q Did they do that in the tira pericd you gave them? 
A Yes, they did. I think in the second amount, 


I think they asked m for about a week's extension in 


} 
| 
getting that amount, which I think £ gave them. | 
And did they then get: that amount? 

| 

Yes,they did, | 

| 


Do you recall enything else about that January 29th 


‘ 


meeting? 


A I don't think I stayed at that meeting a long tima.| 


X think perhaps the meeting continued after £ left with 


| 
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ths intention of their discussing improving their o era-. 


tions. 

Q Let ma show you, Mr. Bishop, a letter dated 
January 30, 1969, which has been marked as pean Exhibit 
cc in evidencsa,. | 

It is addrassad to you. 
Do you recali —ee that om or about 
tibiae 30, 19597 

A Yas, and I recognize Mr. McKay's signature on it. 

Q ae may characterize the letter, it advises 
you that thare has been a deposit to the existing sub- 
ordinated account of Anna McDonnell and a deposit to tha 
existing subordinated account of Marjorie F. McDennali, 

Was this, sir, the first tire that ya learned 
that there was to be or that such a dapesit was in the wind? 

A From these people, yes. : 

Q Did you isarn that there wore demminitice for man 
poople in the wind before _— got! tais letter? 

A No. I knew that they had premised to improve 
capital. I assumed that some ons at Least would come in 
with sory capital.. 

Q The latter reads in the third paragraph : 


"The securities cembined hava a capital valua 


’ 


of approximately $950,000." 
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Was that the figure you were referring to hefore 
when you testified they almcst doubled the requirement? 
A Yes. They almost doubled their deficiency. 
Q What, then, was their Capital position after 
this deposit went into effect? 
A They would have about, .ch, $450,600 or $475,000 
in excess in tueir capital. 


THE COURT: Are you going on to something else 


MRy BROOKS: es. 

THE COURT: Wa will take cur mid-afternoon recass. 

(The jury left the courtroom.) 

THE COURT: Mr. Beebe, let ra ask you two 
questicns which I neglected to ask before lunch: 

Do you contend that the stock exchange intended 


--to liquidate McDonnell & Company at the time that the 


subordinationa were made either in January, February, 1959? 


Sos 


MR, BEEBE: Are you saying do I contend that 
they intended to liquidate -- 

THE COORT: yes, was it their intention that 
the company be Lides@eueas 

Xf your answer is yes then I am going to ask 
you what the proof is. 


MR. BEEBE: That's why I am hesitating, you 
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Honor, because I don't sea, in addition to the other con- 
tentions wa hava in ths cemplaint, and so cn, and the 
pre-trial memorandum wheather there is a given point -in 
time that we have established that the exchange enbarked 
upon a liquidation plan. Maybe there should —_— been. 
I think it is a fair question. I just, as I stand here 
, 

at this second, I cannct give you a minute by minute answer-+ 
THE COURT: I take it you awe not going toargue | 
to tha jury that the exchange let ail of these pacple put 
mcney in knowing they wera going to wind up the business? 

WR. BEEBE: Well, the reason I hesitate is that 
ws lcok at it slightly differently. We Icok at it from 


@ point of view of, in effect, had all these psople put 


at the same time, then they say they had this cushien that 
cama up -- well, I don't want to argue tco much detail 
because this 3 the testincny that is eidnd to come out 
right now, and the witness is standing right here -- 

| THE CCURT: Why don't you go to that door, Mr. 
Bishop. 


(Witness laft the courtrocn.) 


| 
| 
| 
rcney in and did not take all the cthar steps necessary | 
| 


MR. BEEBE: I apologize, Mr. Bishop, but really-- 


MR. BROOKS: Your Honor, I think wae shovld exclude 


Me. .Beebs’s client. 
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BEEBE: That is perfectly okay. 


BROOKS: I would just as soon they both 

stayed. 
MR. BEEBE: The situation is, I have a little 

trouble with these arguments-- YX am still trying to prove-- 


THE COURT: I am trying to get some focus on 


| 
COURT: Mrs. Murphy, yar may step out. “5 
{ 
i 


obit: it is that is the liability claim here, and the factors 
that are involved are so numerous and so interdependent 

that thoy suis an enormous amount of difficulty in seeing 
es clearly at tines. 

MR. BEEBE: I think you are absolutely right. 

THE COURT: I am trying to get soms things out. 
of this case ifr can. 

If you:were going to say that the stock exchange 
knew in January, 1969, that McDonnell was going to be 
closed out and permitted new money to _— into it, that's 
cae thing. But t don't ren you ara.arguing that.. Exhibit 
86 seems to permit you that kind of an argument, and I sort 
of had a feeling this morning that you are making that kind 
of an argument. 

MR. BEEBE: If you are focusing en 86, let mo 
not make that argument at this point. 


THE COURT: But I want to find out. I want to get 
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a definitive answer to my question if you want to give it 
to rea. If you don't want to give it to me that is cne 
thing. 

KR. BEEBE: No, I don't want to shy away from 
the gestion, I think that what 8&6 points cut particularly 


is that it was the rulas back at that point, the rules 


that they were not enforcing, that they were not enforcing 


against McDonnell & Company. Now whether they ~- | 
WE CORT: But that is scmething differant, | 
You can pass the quastion of whether thay enforced the rutes| 
Well, or 112, Apparsntly, according to 86, you could argue 
that there came a time that the exchanga had decidad that 
MecDonneli was yoing to have to ba liquidated and it shauld 
bis gotten down to a workable liquidation size. . But the ». 
questicn is, did that state of mind coma into existance 
before tha plaintiffs in this case put in the money that 
is in issus. , 
MR. BEEZE: I think the culy straight answer I 


can giva you is that I haven't proved that yet and XI am 


jury. 


going to try and argue evary favorable inference to the | 


THE COURT: At this point there is no preooet of that7 
MR. BEEPE: Well, I really don't think Ir have 


gotten substantial in to lead to that proof yet. 
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THE com*, well, if you find sarething between 
new and the end of the proof you let me know, will: you? 

MR. BEEBE: Yes. That's fzir enough. 

THE COURT: Ckay. 

MR. BEEPE: But if I don ‘t > - you kno: and it . 
is in there, I don'tvant it held egainst m,. 

(Recess.) 

(In the courtroom in tha absence of the jury.) 

MR. BRCOKS: Is the witness permitted t be here? 

MR, BEEBE: Gh, I think for this, it is going 
to bea very short, it is all right. 

THE COORT: Go ahead. 

MR. BEEEE: Sir, I have given further reflects on 
to your question just befere the recess, ar it seems to 
me that another inference that wa are .seeking to draw, 
and @ good deal of proof has come in on this, is that when 


the money dried up and the exchange could ne longer reach 


ont, or McDonnell & Company could no longer reach out and 


pull money ey the plan became ono — it dom and 

slowly put it out of existence in the manner as it occurred, 
Now, if that plan was in the back of the mind or 

part of the exchange’s plan in January, in cther words, 

if they couldn't have raised from cur clients in January, 


, 


they would have started! it right away. In fact, there was 
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already what has bean called a black Friday plan that 

was extant at that point, and I think from the existence 
of the trust furd and a number of cther things that hava 
coma in evidence the jury might infer that indeed this .. 
was part of the plan, and I can't -- I den't want to take 
that away. I don't want to take away the right to ergue 
that to the jury. I don't want to giva it away; I doen't 
" to waive it. 

THE CCURT: Unless you have seme proof of that. 
besides what happenad, unless you have some memo, on 
conversations -- 

HR. BEEBE: I don't think it is the kind of thing 
that —" writs down. 

THE COURT: I know, but you cannot go to this 


ury O4 a vcneme to get money in from investors knowi 
y 


that they are going to close the ccmpany up -- 


MR. BEESE: As an alternativa I think -- 

THE CCORT: -- unless you lava scmething to go on. 

NR. ECEDEs Aa I say, I think I have principally, 
sir, the Exhibit 85 and the trust fund and ths tastimony 
of Mr. Arning and tha testimeny of Paul McDonald and tha 
testimony of the -- 

THE CCUPT: That is all cartainly no earlier than 


May or Juns, probably June, because Murray is putting money 
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in in May. 

“MR. ESEBE: I think all the pieces were in place 
long before then, sir, because if ovr pecple had not come 
in -~ I think the company and the exchanga really had no 
choice -- 

THE COURT: Well, Mr. Beeba, absent soma piece of 
proof that would permit a finding by a fair preponderance 
of the evidence I would not let the jury speculate on 
whether or not a schema existed to prt McDonnell ovt of 
business in early Jamuary of 19669 irreepective of whether 


your clients put monoy in. 


MR. EEEBE: I think that's what I am saying, that 
df they didn't put money in -- the second part -- 
THE COORT: He had the right to close them up; 


if they didn't meet the capital requiremsnts he could have 


put them out of business, that's clear; brut the question is, 


to let them put the money in and put them cut of business 
anywoy, and I don’t think there is zeny proof of that that 
the jury could conclude that, certainly January, February, 
| 1969. 
MR. BEEBE: I have no Law at this point. I may | 
have later. 
MR. BROOKS: While we are considering this, your 


fHonor, I think under the standard ¢€ Radiation Dynamics or 


sihi4 ee 
a 50(a) moticn or any cther casa, the cases all say“that 
speculation, surmisa and conjecture are not snough to meet 
the burden -- 

THE CCORT: I understard. 

(The jury entered the courtrcom.) 
BY MR. BRCOKS: 

Q Mr. Bishop, will you take a look at Exhibit MN 

which is before you, the February 24, 1969, letter to 


Departmant of Member Firma. 


Dees that Istter contain any further restrictions 


that McDonnell & Company imposes upon itself at this time? 
A Yes, on page 4. 
Q Are you referring to points 1 through 9 which 
continus over to page 5, si. 
A Yese 
May I read thore: 
"1. We have cancelled plans for new branch 
offices, excepting a Chicacu office approvad in 1968, 
ae in March, 1969. 
2. Wa have cancelled proposed sales training 
classes for 1969.. 
3. We have sharply reduced firm positions and. 


tracing accounts. 


4. We have sharply curtailed cur advartising 
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budgets. 
5. We are transferring and shipping out small 
inactive cash accounts. ies 
6. We have refused over-the-counter buy orders 
of less than $1,500 principal amcunt. 
7e QO Jenuary 2, 1959, we instituted a cyclical 
box cceunt of securities, to effect a complete count of ail 
securities twice a year, while continuing to count securities 
for dividend purposes, and government bonds weekly. 
8. We are clese to conversion to our nev 


securities processing system, as described above, which 


will furnish us with the tcols to ksep current on our work, 
and to eliminate remaining backiegs. 

9. We have increased minimum equity requirements 
for new margin eccounts to $4,000 from $2,000." 


‘Hr. Bishop, how dees increasing the minimua 


equity requirements for a margin account help back office 


problems? 

Le A rt would reduce the number of customers who would 
have the wherewithal to have a margin account and therefore 
reduce the number. of margin accounts, and customers could si 


buy-as many securities because they would not have credit 


availabie. 
, 


Q It is a method of cutting dom business? 


Bishon-direct 
Yes. 

Q Mr. Bishop, at this tima did the exchange give 
any ccnsideration to liquidating or suspending McDonnell 
& Company? 

A No. 


Q Will you tell me why it did not giva such 


considsraticn? 


A Wa didn't have any greounds for doing so. McDennel 
was in capital compliance; they head a program for cleaning 
up thair past errora as Shown by tha audit, and they had 
under way a new program, a computer pregram I am talking 
about, which would give ther capacity to handle the kind 
of businsss they had. They were a going firm. 

Q What was their financial condition, sir? 

A Let's sea. I baliave by this time they had excess 
net capital of over $2,000,000 mon 

MR. EZERE: I believe this is a reading from. 
the exhibit. 

THE WITSESS: No, I am refroshing my memory to 
888 whether at this date the money hed come in. You are 
asking ma questions about Fabruary 24th. 

Q Do you recall what their not worth was about 
the time of tha audit report? 


A It was in the neighborhocd of fourtesn or 
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Sixteen million dollars. 

Q What was the best information you had oa the 
profits, past profitability, the profit record up to date? 
A The last reports wa had had cn profitability 
were that they were profitable. Wa didn't have up to date 

information, I think, in that. area. 
MR. BEEBE: Can we pinpoint what the last reports 
were, what the dates of the last reports were?’ 
Q Car you tell m the dates on the last report? 


A We had had the 1667 income and expense reports 


‘complete, and I bslieve we had somathing that showed the 


first eight months of 1968. 


Leeserarsennead 
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Q Mr. Bishop, is there any rule of the stock exchange 


which would have permitted you to close down McDonnell 


& Cempany on this set of facts 

MR. BEEBE: Objecticn. That calls for a legal 
conclusion, re rules are in evidence. | 

THE COURT: I know, but he is the man who is 
charged with determining the applicability of these. 

MR. BEERE: T believe one of the issues joined 


here, your Honor, is whather or not he should have, and thea 


exchange should have, applied the iaiene tei take cemplete 
delivery acticn than was taken. 

To ask for a ccnclusicnary statement along thesa 
livas I find not only irre’svant but prejudicial and ccen- 


clusicnary. it is also askiny for a legal interpretation. 


MR, BROGKS: This man is tha interpreter of this 
THE. COURT: Yes. I will overrule you and I may 


' 
! 
cross-examine as you sea fit. | 
4 i 

Q Do you kave the question in mind? | 


A Yes. If XI would have taken thea action of suspending 
McDonnell at this tima I deserve to ba firad and probably 
would have baen. 


THE CCURT: Striksa the answar. 


"ha answer is no, aS I gather it. 


| 
| 
! 
| 
| 
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MR. BEEBE: Thank you, your Honor. 
THE COURT: You're welcem. 
Q Mr, Bishop, is theve anything about the proposed 


transactions that we are brought here to discuss, the . | 


subordination of Margaret Murphy and the increased -- the 

Geposit to Anna McDonnell's subordinated account that you 

know of that would arouse the exchange's suspicion that 
' any wrong would be worked on these two ladies in the course 
of these transactions? 

A No. 

MR. BEEBE: I object to that question, sir, as 

to forn, as to calling for a conclusionary answer. I 


find this line 0. questioning of very doubtful relevance 


£0 4. :'@ jury. 
THE COURT: Froa looking at the complaint I --:; 


overrule thea objection. i 


Q Mr. Bishop, do you have before you the January se 
Jetter thet advised you that Anna McDonnell -- let me 


do it a little better, your Honor, and maybe it will save 


| 
Mr. Beebe. | 
Let me show you, Mr. Bishop, what I believe | 

the documents were that you received in connection with | 
Mrs. Murphy's subordinated lean; I first show you New York | 


Stock Exchange Exhibit A, which is a letter to the secretary 
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of the exchange. signed by Morgan F. HcDennell, member 

of the exchange, submitting irs. Murphy's application, 
which is New York Stock Exchange Exhibit 1. I believe you 
also got her subordination agreamant and related tides onan 
docurants, which is Plaintiffs" Exhibit 3. a 


My question is, sir, is there anything about . .. 


these decuments or any other knovledge you have about 


Via transacticn which would excite any suspicicn cn the 
part of the exchange or your department under its normal 
practices? 

MR. BEEBE: Sane abjection. 

THE COURT: That's pretty broad in form, Mr. . 
Brooks. | 

Q Is there anything about that transaction which 
would arouse your suspicion that there was any wrong being 
worked cn Margarot Mery McDennell Murphy? 

MR. BEEBE: Not even substantially worded, rt 
have the same objection. Ir think tans facts speak for them 
selves, is really what I am gstting dew to. 

MR. BROOKS: I think this is substantially the 
quastion your Honor parmitted, with the exception that 
I have shown the witness the documents to try to make it. 
more concrete, 


’ THE COURT: OGverruled, 
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A The answer is no. 

Q I show you Exhibit Cc, which is a January 30th 
letter to yourself from Thomas A. McKay advising you that 
Anna M. McDonnell and Marjorie F. McDonnell had increased 
the amounts of their subordinated accounts, Is there 
anything in that letter or what you knew aside from that 


letter to arouse any suspicion that Mrs. Anna M. McDonnell 


was not boing dealt with fairly by McDennelli & Company? 


A No. 

Q Mr. Bishop, as ne as Miss Solomcn gets it cut 
I am going to show you the allied membership gist tiles 
of James McDonnell, Jr. to the exchange to permit him to 
become a voting member of the stock of McDonnell & Company. 
I sa you to review it and ask you if there is anything 
in that document with respect to his transaction which 
would arouse eny suspicion on the part of the New york 
Stock Exchance that Jamas F. McDonnell, dae was not being 
dealt with fairly. by McDonnell & Company? 

MR. BEEBE: Same objection. It is going to the 
ultimate fact. It is not, I believe, a proper way to 
examine a witness. We are talking about facts. 

TFE COURT: Mr. Beebe, I don't know that he ias.. 
aoing to an ultimate fact except to the fact of what this 


man’s state of mind was. Was he aware of any impropriety 
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in connection with James coming in. That's what the 
aang is. 

MR. BEEBE: I believe that's an ultimate Eact, 
sir. That's my objecticn. Not his state of mind. I don't 
think that's relavant. I object to the ultimate fact, 


Those Sache are proved by the facts in the case — not.a 


THE COURT: Come to the side bar. 

(At the side bar.) 

THE COURT: Now, the ultimate fact, and © am st ait 
not sure you are right as a matter of law cn this because 
Iam having this still researched aa it is under considera- | 


tion. But your ultimate fact is whether or not there was 


siaadloyas question like this. 4 
i 
| 

! 


a duty on the stock exchange to see to it that the 

McDonnell managerent told these people the same things that 

they had told the steck exchange. That’s the ultinate facts 

This seems to me not an ultimate fact as to whether or not 

this man had any reason to beliebe that a fraud had been 

committed on anybody by a McDonnell officer, which I think 

is quite a bit different. If I am wreng in that, corract me, 
MR. BROGHS: I think this is evidentiary and 

goes to the propriety of the ccnduct of the exchange, rf 

there was something in this transaction which Showed that 


Perhaps a subordinated lender was gatting no interest at 
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all or was being over-reachad upon, perhaps the exchange 
might have a duty. But I think ths duty has to be measured 
on ths fects of the case. 

MR. BEEBE: Let re just give ons thought on this. 
To me the ultimate fact is whether there was a wrongdoing 
and X would analogize it to a cer, in an automobile . 
eiecuxe case. It is like asking the driver were you 
ae or asking someone else was the driver negligent? 
That is the ultimate fact to be proved one way or another. 
So you ask did he apply the brakes, did he swerve, questions 
of that nature which go to the facts. 

THE COURT: I am still not sure you are entitled 
to this as a matter of law but one of your contenticns 
of wrengdoing is that the exchange had a duty to make 
sure these people knew the condition of the company. 

MR. BEEBE: Knew the material adverse facts. 

THE COURT: That'sme of thair sereoeadnes Thet 's 
a different thing. than eekt he this uzan whether at the time 
these papers came to him he was aware of material misrep e- 
sentations or onissions being made in connecticn with 
| there being obtained. That is all. 
KR. BEEBE: I find it the sams but also the word 


inthe question, as I remember it, is "wrongdoing." 


THE COURT: XY doen't think he used that word. 
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MR. BEEBE: The question geas to that effect, 

I believe. 

MR. BROOKS: Is he being daalt with fairly. 

THE COURT: That's the word he used, 

MR. BEEBE: That's what touched me off because- 
I thought that wasme of the ultimate issues, whether’ . 
each of our clients was being dealt with fairly. 

? MR. BROOKS: I use that as a shorthand way of ... 
Saying ware they receiving proper disclosure and not 
getting false and misisading inforwation. 

THE CCURT: I suppose the other way around, — 
Brooks, is whether of not he was aware of any impropjety. 
in connection with this money being raised. 

MR. BROOKS: I thought if I asked that question 
en-gress I would try to give him the documents to show 
what the exchange got. Mr. Beebe can get up and say 
what about paragrath 10 here, Mr. Bishop? 


MR. BEEBE: I do that on cross. 


| 


| 
| 
| 
| 
| 
| 


THE COURT: I think it is appropriate for this recordam 


to determine whether this man balieved there was anything 
improper in the way the money was raised. 7 take it that's 
all these questions are addressed to, 

MR. BEESE: I guass I doen't think that's in itself 


what his personal belief is. It is shifting the issrea away 
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from what really happened. If a man is driving neglicently 

but he thinks he is driving properly, it is irrelevant. 

THE COURT: There is sonsthing wreng with your | 

analogy and X can't qu'*e put my finger on it. | 

, MR. BEEBE: Malfeasance is very akin to etna 
MR. BROOKS: Part of the arguwuent on the fraud 

case is knowledge, oe is somatimes called scienter. To 


aid end abet, or to bs a controlling person requires you 


to know ¢t the fraud that's being committed by somehody else. 


} 
| 
| 
| 
| 


Nobody said the exchange committed the fraud and I au going 
to the voink’os whether we know or the stock exchange 
knows of any —_ being committed, 

THE C OORT : Mr. Beebe, your paragraph 14C charges 
that the stock e::change aided and abetted McDoanell in 
unlawful conduct in approving the jsubordination and knew 
pie inhi 1d ae known that it had been procured by fraud. 

“It seems to me you have a right to azk -- this is whet I 
was referring to earlier. 

| MR. BEEBE: No problem with tha. I think if it 
ware a questica along the lines of did these documents 
wnaich you received from the McDonnells make you know or 
‘suspect on their face that a fraud was being committed. 
| MR. BROCK: That's pretty much what I asked. . 


THE COURT: That's pretty much what he asked. 
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MR. BEEBE: In that phrase I don’t think r woulda 
have any problem with that. 
THE COURT: Let's leave it in for the purpose . 
which is what it was baing asked Eore 
MR. BROOKS: I den't want to usa my phrase, - 
BEEBE: I think mine is better than his, 
BROOKS: Then you ask it yourself, 
COURT: You may cross-examine on that.. 
open court.) 
BROCES : Do wea hava an cpen questicn and 
Lf wa do ye you find it? 
(Question read.) 
A I have reviewsd it and the answer is no. 
Q Mr. Bishop, let's move on. Let me show | you Exchange 
Exhibit GG in evicence and Exchange Exhibit HH. I think - 
I am not characterizing these documents _ ers by saying 
that thay reflect a request for a work plan by Mr.Stec'- 
and a reply by Murray Menon Tt Saying we- will gst one right ' 


up. 


- 
| 
: 
| 
i 
a 


There was some testimnay that a Mr. Schuette at 
this time had suggested that restrictions ba imposed and 
that this opticn was elected instead. 


My question to you, sir, is did you take part 


in tha decision ma! xing that centered arcund the election 
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to go the work plan route rather than the restriction route 
in about April, 1959? 

A Yes. 

Q Can you tell me what the consideraticns were 
at that time which led to adopting the work plan route 
rather than the restriction route? 

A As I recall it, the firm was alread under self- 
imposed restrictions so that we wouldn't be accomplishing 
much in a practical sense by imposing the sara things 


as restricticns. — 


On the contrary, wa thought what was necessary 


was to gat the firm more completely and logically organized 
to correct its problems, and thet was called a work plan, 
having them ecgnuten themselves to the point where they 
could set down in vriting exactly what they were doing, 
ths searchers they had to do it, and so forth, the outside 
pecple they had hired, so thetwe could pus viyes: on the 
basis of our experience with other firms, whether this 
work plan had a reasonable chance ee pune ns their 
problems in concurrence with the restrictions they nad 
already imposed on themselves. 

Q Was this techkjicue of requesting a written work 


plan from a firm that was having back office problems 


J 


a femiliar one at the exchange at this time? 
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MR. BEEBE: Objection. Are we getting into what 
happened at the other-- 
THE COURT: Yes, the objection is overruled. 
A Yes, it was. The aie “work plan" were sort 
of new words at the time with our staff to describe this 
technique, but we had been using it since 1968 or even 
earlicr when there weren't as many occasicns for it. 
: Q . Was there any reasca why Mr. Steck particularly q 
was assigned to this phase of the operation of the work.. | 
plan project? us | 
A C£ course ha was an expart in this field because | 
a major part of his work at the midwest stock exchange had | 
bean straightening out this kind of thing for firms | 
that got mixed up during their ccnversicn. to - midwest. 


stock exchange system. 


Q Could you giva us a little more background 


on exactly what Mr. Steck did at the midwast stock exchange 
that made him particularly appropriate for this assignment? 
| A Weil, the biggest preblem we had had prior to the 
paper work problem had been at the firm of Thompson & 
McKinnon which in.1966 had massive preblems arising from 
their conversion to the midwast system. 
It got to the point where Mr. Cunningham, who. 


, 


was then the head of the midwest sarvice system, but 
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later became executive vice president of the exchange 
and was at this time, Mr. Cunningham personally went into 
Thomson & McKinnon with Fred Stock as his assistant 
to supervise the straightening out of their Signs hesbn : 
And I'd say that's where Fred Stock became an expert 
in this field. 
Later on, in 1967 and early 1968 Fred 

show did the same thing in several other firms, and in 
fact when I hired him in thelatter part of 1968 he was 
down in Atlanta straightening out Robinson Humphrey. 
"So he was a real expert in this field. 

(6) Mr. Bishop, I don't think you told the Jury 
what the Midwest Stock Exchange System is. 

A hea The Midwest Stock Exchange had, 
and still has 

1) : Let's skip for a minute again. The 
Midwest stnok watias we is that a national securities 
exchange like the New York Stock Exchange? 

A Yes, it is. Smaller and it's located 
in Chicago: They have a subsidiary that runs a big 
computerized bookkeeping system which is designed to be 
used by muitiple member firms. 


Now, what happens, when a trade is made the 


member firm punches out the details of the trade, or 
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any other transaction, and some punched tape and that 

data is transmitted by wire to Chicaqo where it's 
processed. At that time the Midwest computers in 
Chicago print it out, all of the statements and all of the 
kinds of bookkeeping records for that particular firm 

and send them by special transportation arrangements to 
the firm, wherever it was lociced. 

Now, they have about 50 or 60 firms that they 
kept the records for, of which Thomson & McKinnon was 
probabiv the largest and Robinson Humphrey would be one 
of the medium sized ones. 

f guess by that time they also hada 
computer center in New York where they did the same type 
of thing for the firms in this area. 

0) Was ‘it there that Mr. Stock achieved some 
experience with computer conversions? 


A Yes. He was a head of the whole conversion 


and systems and record straightening out team of the 


Midwest Stock Exchange for the country. He worked out 


from Chicago. 


* 


12) - Now, let's look at the other side of the coin, 
Six. Would there have been any disadvantages to what 


you were seeking to obtain if you had imposed restrictions 


On McDonnell & Company? 
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A I suppose it depends on what extent they 
delivered from McDonnell's own restrictions. I suppose 
it could have had an effect on their sales and conse- 
quently reduced their income more, which would make 
their profitability more difficult. 

Q What effect do restrictions have on 
employees, stock exchange restrictions? 

A Well, again, that depends on the extent to 
which it is necessary for theemployees to know ahout 
the pentebati bam, But there were times when all the 
brokerage firms that were seeking et lea. There 
weren't enough knowledgeable ones to go around and 


they were bidding each other up on salaries. ° So that 


if the employees of a firm got the idea that their jobs 


had any impermanence about them, they would want to ao 
tio another firm right away rather than waiting. 
So there would be the possibility of employees 

leaving. 

10) Let me show you stock exchange Exhibit TT, 
which has been previously identified as the plan 
submitted in response to Me, Stock’s request. Did you 
see that at the time, sir, or have any knowledge of its 
_ coming? 


A Yes, I did. 
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Q Is that plan Similar to plans that have been 
worked ie or that have been worked out for other member 
firms prior to April of 1969> 

A In appearance of course it's different 
because everybody, you know, made up their own presen- 
tation. But in Substance it's similar in that it haa 
sort of similar approaches to the same types of prohlems 
that other firms had. 

2, Had other firms Solved similar problems 
in theeast with woek Plans of Substantially the Same 
nature? 

A Yes, they had. 

Q Can you tell us the names of some of those 
firms), sir? 


A Lehman Brothers, 1 beliéve, for example, 


was at this time about finished with Cleaning up their 


records on a similar Plan. Thomson & McKinnon, of 
course, had accomplished it three years earlier. Hayden 
Stone was along the road. 

I don't recall other specific firms by name. 
I'm sure there were others, 

THE COURT: Mr. Brooks, are you going on 
to something else? : 


MR. BROOKS: Yes, your Honor. 
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THE COURT: Ladies and aentlemen, I have to 


recess court now. I will see you at 10 in the morning. 


We are going to sit tcomorrow, and depending on 
whether we complete the case tomorrow, which is a 
possibility, we wiil hear arguments o£ counsel on 
Monday and I will charge you Tuesday morning. 


(Adjourned to May 15, 1975, at 10 a.m.) 


MARGARET MARY McDQNNELL MORPHY, et al. 
Ve ‘ 
McDQYNELL & CO., INC., et al. 


May 15, 1975, 
10 A.M. 


(In tha courtroom in the presenca of the 
ROBERT Me BIS H OP, resumed. 
DIRECT EXAMINATICN CCYTINUED 
BY MR. BROOKS: 
Q Mr. Bishop, I am going to put before you Exchange 
Exhibits EE and EE-1. These are some exchanges. Ce is 
an internal memorandum and the other is a letter frem 
McDonnell & Company to the exchanga talking about the 
suniwnk of the rejection ef a million dollars or so in 


capital contribution from a trust, the trustees of which 


were Manufacturers Hanover Trust and Marjorie F. McDonnell. 


Do you have any knowledge of that event? - 

Yes, I remember being personally involved. 

Can you tell me what the circumsta:ces ware? 

Mrs. Murray McDonnell was tha daughter of a man 
nemed Flanagan I think, who had some bank, I believa, . 
and there was ccnsequsntly a trust calied the Flanagan 


iy 


Trust which propesed to make a loan to McDonnall for 
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-capital purposes of something in the neighborhood of 
a million dollars. 

In accordance with our usual practice we sent 
the trust instrument over to Milbank, our lawyers, ie 
find out whether that trust was authorized to make such 
capital contribution. And Milbank's trust lawyers said 
they didn't think it was authorized and we should not 
idee 1%. 

I thought that was rather odd because the trustee 
of the trust was the Manufacturers Hanover Trust Company »-- 
and ‘the lawyers for the Manufacturers Hanover I think were 
Shearman & Sterling and maybe soma cther lawyers -- perhaps 
XY am wrong on that -—- but, anyway, their lawyers, who were 
some very good ara Street firm hed given their opinion 
that the trust could make the loan. 

So I sent it back to Milbank again saying, "How 
could you possibly say this when this ee law firm 


is saying the opposite and when the Menufacturers Hanover, 


who certainly knows their business in being a trustee, 


is on the opposite side,- 

: Well, Milbank's trust lawyers held their ground 
and I consequently decided that we would not approve the 
Flanagan Trust as a lender. 


Q Did McDonnell obtain additional capital to make 
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up for the rajecticn of the. Flanagan Trust? | 

Be.) Mame believe Murray McDonnell borrewed 
parsonally a million dollars from ths Pirst National City 
Bank, which he contributed, and a little later he borrowad 
Six hundred end some odd thousand dollars more frem the 
Sama source. 


Q When that kind of an event cccurs, dces the 


exchange require that the documentation on such a borrowing 


be submitted to the exchance for approval? 

A Yes, we aid, 

Q Let me show you what £ pre-marked as Exchange — 
Exhibit PPP and ask you if ym can identify: that, 

A Yves. This is the letter which Mr. McKay, whose 
signature I recognize, sent to the exchange on May Sth, - 
and he mist have ‘sent it by hand because our date stamp 
indicates we got it On the same day, and attached to it 
is a copy of the ncte by which mr. Murray McDonnell, whose 
signature appears: cn it and I recegnizs, borrewed tha ncney 
Sects the Pirst National City Bank. 

Q Is this:a personal loan by Mr. McDonnell? 

Yes, it .ds, 
What then happens to the funds that he borrowed? 
He then takes those funds and puts them into 


ons of his own subordinated accounts at McDonnell, so that 
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the purpose of our getting this is to make sure that the 
Bobligation for this borrowing runs to Mr. McDonnell per- 
sonally and not to the firm of McDonnell & Company. 

Q Why do you want to Inow that, sir? 

A Well, otherwise it would need to be subordinated | 
in the usual kinds of forms that we have in these other case 
here. 

Q You mean in the claim of the National City Bank, 

Meche lender? 

A Yes. We den't want the bank te have-any claim 

against the firm because they fates not been approved as 


la lender to a member firn. It is Mr. McDonald who has 


MR. BROOKS: Your Honor, & offer Exhibit PPP: in 


evidence. 


‘MR, BEEBE: No objection. 


| 
| 
| 
| 
mbeen approved, | 
| 
: 
| 


THE COURT: rt will be received. 
(New York Exchange Exhibit PPP received in ali 
iy MR. BROOKS: | 
Q Mr. Bishop, I now show you a parallel set of | 
documents dated May 19, 1969, pre-marked as Exchange Exhibit 
QQQ, and I ask you if those decumants are essentially 


he same as the last exhibit but for the $650,000 loan of 


e Murray McDonnell on or about May 19th? 
t t. 


Bishop-direct 2020 
A Yes, they are, but there is an additional 
document here which I think maybe has just been lost from 


the previous one, which is a letter from the Pirst Naticnal 


City Bank setting forth briefly that they understand and 


agree that it is a loan to Mr. McDennell and not to McDonnell 
& Company... 
Q Did I understand you to say that it would have 
been custemary to obtain such a letter in connection with 
the first lending? 
Yas. ) 
Would tha letter have been the sama? 


Yes. 


BEST COPY AVAILABLE 


MR. BROOKS: I offer QQQ. 
MR. BEEBE: No objecticn. 
THE COURT: It will be recaived, 
(New York Exchange Exhibit QQQ received in 
evidence.) | 
BY MR. BROOKS: 
| Q Mr. Bishop, at this tims -- I guass we ara up 
to May 19, 1969 -- McDennell was still cn self-imposad 
restrictions, is that not right? 
A Yas, 
Q At about this time did you have occasion to 


communicate with the SEC about firms thet wers under 
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restrictions? 


A 2 did it cogstantly. 


Q Let ma show you what I have Pre-marked as Excharge 
Exhibit 000, which appears to be a copy of a letter by 
yourself to a Mr. Stanley Sporkin of the SEC, and I ask if 
you can identify that. 


A Yes, this is a copy of a letter that I sent to 


Mr. Sporkin. 


Beehepr os rent 

MR. BROOKS: i offer it in evidence. 

MR. BEEBE: I assume this was produced 
previously? 

MR. BROOKS: No, sir. This was not pro- 
duced. This letter was found only recently when we 
undertook a search pursuant to a subpoena of Mr. Beebe's 
to locate some additional documents for production at 
the trial. It was not known to exist at the time of 
our discovery production and it was not. in the files 
of McDonnell & Company at’ the exchange. It was in a 
separate file relating to communication with the SEC. 

MR. BEEBE: What was the date when it was 
discovered? 

MR. BROOKS: I dont know. 

MR. BEEBE: In terms of a week or two aqo? 
My subpoena was, I believe, almost a month ago. Why 
don't I have it before today? 

THE COURT: Well, in any event, what position 


do you take with regard to it? 


MR. BEEBE: I'd like to know ~- I woulda object 


to its being admitted because we specifically had a 


notice to produce, which has obviously failed to produce 
relevant documents like this one and this was discovered 


, 
recently and not turned over, as it was obviously known 
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#t was going to be used for examination. On top of that 
I would like to know what other surprises are going to be 
forthcoming. 

THE COURT: Let's stick with this one 
letter. 

MR. BEEBE: In the case of this one 
document I object to it being introduced since it should 
have been produced earlier under the rederal rules as 
we requested document production. I specifically 
supplemented that by a specific request, “ar any- 
thing came up in eeind of last-minute trial preparation, 
it was my understanding there was an agreement it would be 
turned over to us as soon as it was discovered. This 


clearly was not. 


THE ‘COURT: Mr. Bishop could testify to these 


facts, could he not, whether or not you have the letter? 


MR. BROOKS: I believe he could, your 


_THE COURT: Do you cleim that you would 
need time to deal with this letter? 

iil teil you what I'm doing to do: I will 
permit the letter Le €0 in evidence. It you feel 
_additional time is needed on your case to deal with it, 


’ 


I will grant it to you. 
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MR. BEEBE: Very well, sir. 
One question on the letter. It references 
an enclosure. I assume the enclosure is amond the 
missing or is it around, too? 


THE COURT: I would assume that's the list. 


MR. BROOKS: - Yes. The list was not with 


the letter when it was found and we could not find the 


LESts Since McDonnell & Company's name from the letter 
clearly does not appear on the list, I'm not sure that 
it's relevant in any event. 
(Defendant Stock Exchange Exhibit O00 was 
received in evidence) 


MR. BROOKS: May I read the letter and the 


THE ‘COURT: You may. 
(Defendant Stock Sesh Exhibit OOO in 
evidence was read to the jury) ; 
BY MR. BROOKS: 
0 Mr. Bishop, subsequent to this letter, which 
is May 25, 1969 
BEEBE: April, I believe. 


sorry, April 25, 1969, were restrictions 


placed upon McDonnell & Comapny? 
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Q What occasioned the-exchange to place 
restrictions on the firm which we have seen a month 
earlier it decided not to place? 

MR. BEEBE: qt object. T don't think this 
is what the letter shows. 

THE COURT: Amend the form of your question, 
please. i 

(9) What occasioned the exchange to place 
restrictions on McDonnell & Co.? 

A Well, as we went into May we became more and 
more dissatisfied with the progress of the firm, and as 
we realized more what our examiner had been finding there 
and also I think Mr. McKay had then gone into the 
hospital with i ealia c.ncer and a satisfactory replace- 
ment hadn't come up yet, so that we-were just cetting 
more and more itchy about the firm and decided they needed 
a harder spur. : 

Q Let me show sien what has been marked in evi- 
dence as Plaintiffs' Exhibit 56A. It's a letter dated 
May 21, 1969, to McDonnell. I believe it's signed 


by yourself, sir, 


Is that the evidence of wr. restricting the 


_firm of McDonnell & Company at this time? 


Bishop-direct 

(a) Does the letter contain the restrictions 
which Ave placed upon the firm? 

A Yes, it does. 

Q I notice that after you have recited certain 
restrictions on their advertising, and so forth, in the 
middle of the first page there, you carved ouc froma 
sili underwriting operations by McKonnell & 
Company. Can you explain why you did tl.at? 

A Well, I believe that we had discussed with 
McDonnell prior te writing this letter that we were 
seriously considering placing restrictions on them and 
that we were considering restricting them from partici- 
pating in any underwritings. And I believe the head 
of their underwriting department had come over . to see 
me- and talked with me about the importance of their 
underwritings to their income. ‘They did quite a bit in 


underwritings. You ordinarily make more profit on 


underwritings than you do on other types of security 


cena: 
So that after that exchange with him I 
modified my position about it and I didnot restrict 
them from underwritings. Instead I placed a limit 
on their total trades of 12,000 per week, which was about 


19 per cent under what they were currently doing. And I 
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made that figure include the number of underwriting 
items. So that I cut down on'the number of total 
trades they could do without specifically saying you 
couldn't do underwritings. 

Q Maybe we ought to pause for a moment and 
explain what an underwriting is. Would you do that,sir? 
A eee iliac ua ts a securities firm's 

participation in ‘ene distribution of a new issue of a. 


security for a company, like American Telephone, if that's 


the one we were talking about yesterday. When a company 


wants to issue seis new stock and they sian’ a securities 
broker to help them do it, help distribute it amonq 
customers there are basically two ways of doing it. 

Either the member firm can buy the whole issue from the 
company and sell it at a slightly higher price to customers 
or they can contract with the company that they will 

make a sales effort to sell the number of securities 

the company wants to sell on that’ they will not) be con- 
ceumeuuniy bound to sell them. 

They will just use their hest efforts to sell 
the securities, and that's where those kind of efforts 
are called best efforts underwritings. 

Q When the member firm sells these securities 


. 


to the public does it have to make any disclosure to the 


é 
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public about the terms of the Security that it's sellina 


in the underwriting? 


A Yes; 2¢ does. 

Oo How does it normally do that? 

A There is a document called a prospectus 
which explains the company's affairs in detail. 

Q Does the exchange chaparone the Preparation 
of those prospectuses and the issuance of the disclosure 
to the public underwritings occur in a member firm? 


MR. BEEBE: Excuse me, I hesitate to get up 


and interrupt but I just don't see what in the wor *4 
underwritings have to do with what we are doing here. 

THE COURT: I seewhat underwritings have 
to do with it but I am not quite sure what super- 
vision of the preparation of a prospectus has to do 
with it. 

MR. BROOKS: I am trying poner ee an analogy 
between this king of operation that a member firm 


does and other operations involving disclosure and the 


disclosure involved in this case, and upon whom the 


exchange relies to make all this disclosure that memher 


firms are requiredto make 
THE COURT: I will sustain the objection. 


Mr. Bishop, when a firm is restricted to 
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12,000 transactions a week, how do they cut £e (GEE? 
Does gonaboay at some point blow a whistle that's heard 
throughout the office on a Thursday afternoon or a u 
Friday morning or whatever? How does it work? 

THE WITNESS: That was a difficult practical 
problem which we left to the firm to see how it would he 
done. We used this on, you know, maybe 25 firms or 


so and they did it by variuos methods. They had to 


report to us what their trades were. And if they 


slipped over for one week we might forgive them, but they 


had to stay below it in general. If they slipped over 
by 100 or 200, we would understand ni ae 

THE COURT: I take it if a customer called 
in and the transfer that week would be exceeded by his 
trade, the brokerage firm would say ‘we can't take 
this, we will send you to somebody else? 

THE WITNESS: If it was a sale cf a 
customer who had- securities at their house, they 
couldn't really do that. Instead they had to do things 
like reducing their number of reaistered representatives, 
not entering into things that they could control, | for 
example, underwritings or a secondary offering. They 


. just had to keep their business small enough to stay 


under that amount. For McDonnell this probably meant 
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they had to cut down a little more. It was 10 per 


cent under their previous trades. 


THE: COURT: ALL Pieht. 


Q I show you an allied membership application. 


I happened to pick Plaintiffs' Exhibit 1, which is Mrs. 


Murphy's, but I just show it to you for the sake of the 


form. 


When an allied member enters into such an 


application with the exchange and is accented by the 


exchange, is he making an aqreement with the exchange? 


MR. BEEBE: Objection. I think the document 


Speaks: for itself, That's a legal conclusion. Wher. 


does this lead? 


THE ‘COURT: Is this to go on to something? 


MR. ‘BROOKS: Yes. 


THECOURT: Founded upon that statement? 


MR. BROOKS: Yess 


THE COURT: All right, then I'll overrule the 


objection. 


19) And does the agreement include his abidance 


by constitution; and rules of the exchange? 


A Yes. | 
Q Does that include thatprovision in the 
baile 
constitution which you told us has been there since the 
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beginning, in general abidance by fair and equitable 


eprinciples of trade? 


A Yes. 

Q Now, are you familiar with Rule 342 of 
the stock exchange, sir? 

A Yes. 

Q BY babteve that's in evidence as part of 
Exhibit 32 or 34. ) 


Can you tell me shat -~- I don't want you to 


recite the rule but just tell me what the thrust of the 


rule 342 is. 

A The thrust of Rule 342 is to require a 
system of supervision within the member firm. It 
says that the owners of the business must name a person 
or: group of persons to be in charqe ‘of. the firm and 
eontrol it, and that that person delineated -- that's the 


chief executive -- and that that person must in turn 


delegate responsibilities for various facets of the firm's 


business to other competent people and that he must assign 


them responsibility and that he must have a separate 
system of followup and review to make sure that they are 
performing that responsibility. 

So that we put the responsibility on the 


chief executive and the people that he delegates. 
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9) Would a fair but somewhat crude analoqy 
be the awpivadie of the boat? 

A Yes. .. 

(@) Is he the person that the exchange looks to 
to maintain the proper running of the firm tn accordance 
with the rules? 

A Yes. 

Q And does the proper running of a firm 
include a proper disclosure to investors required under 
the various Sepavieien laws when they purchase 
securities? 

A Yes, it would. 

Q Would that include that very same disclosure 
to people who are capital contributors of the member 
firm? 


A Yes. 


. 


(a) Who was the person at McDonnell & Co. who 


had been designated under Rule 342 as the cap "al ofthe 
en 

A Murray McDonnell. 

Q Are you familiar with the rules and practice 
that were in effect in mid-1969 on the question of 
whether income tax refunds could be considered as good 


» 
capital by a member firm? 
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Yes. 
(9) ; Can you tell me what the rule and practice 

was on that question? 

MR. BEEBE: Excuse me, could we break 
that into parts, first the rule and then the practice?’ 

THE WITNESS:  1I'11 cover them both. 

THE COURT: Take both of them. 


The rule, if any, sir, and then practice, if 


A There wasn't any rule. There was some 
section of the capital rule which generally dealt with 


assets that were readily collectible under how this 


Now, the practice was that ordinarily if a 
firm filed an application with the government for an 
income tax refund or if they hadn't even filed it yet 
but just throught they were entitled to it because they 
-had been losing money, they wouldn't get any capital 
ener for) that. 
However, when it reached the stage of certainty 
about the government paying it, then we would give 
Capital credit. 
The most frequent way by which that happened 


was that there comes a time -- we are dealinghere with 


i 
\ 
| 
i} 
} 
| 

| 

type of thing would be treated would be an interpretation. 

| 
4 


No TN a 
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a special kind of tax refund called a quick key 
refund for corporations in which the qovernment, as 
understood it from numerous lawyers, didn't have much 
option about whether or not they would pay the refund, 
but they did have to process it. Pek if there was any 
argument about it they argued later. 

There came a time in the government's 
processing where they finished looking at the papers 
and sent it to their checkwriting department to have 
a check written. - 

At that point they would send a letter td 
the firm saying that we have finished processing 
your papers and we sent it to the checkwriting department 
to have a check written. 

So firms could routinely start counting the 
refund as good capital at that point because uSually the 
checks toox about ten days to get there. 


Now,. some firms who didn'twant to wait that 


an assurance that their .refund was properly filed 
and could be expected within a reasonable period of 
time. Sometimes they would have their own lawyers 
_ take the papers up to Andover, Massachusetts where 


they were processed and walk them through the staff of 
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the Internal Revenue Service up there. 

If the lawyers came back and told us that it 
had reached the stage where they were the government 
was definitely going to pay it within a short period of 
time we would give them capital credit. 


Othertimes a firm and their lawyers 


would tell us that they helieved everything was in order 


but they hadn't really gone up there in person and 
walked it through, and in some of those cases we had 
our own ae people, call up people 
that they knew at Andover and ask them if ti was true that 
such and such a firm's application was there and there 
didn't seem to be any problem with it coming through. 

So there were maybe 20 or 50 cases in the 


two-year period we are talking about wherethat was 


done. 


Bishop-direct 

THE COURT: 15 or 20 did you say? 

THE WITNESS: I think I said 20 or 50. 

THE COURT: — cover ali of the special measures? 

THE WITNESS: Yes. I — where either their 
lawyers ~- I was excloading the instances where the ten-day 
letters were received. 

THE COURT: IX see. 
BY MR. BROOKS: 

Q Are you familiar with a mamber firm circular - 

that stated a practice or an interpretation of the exchange | 
that if you could show proof you were going to se ai | 
incometax refund within 30 days you would be entitled to | 
claim capital credit for it? 


A I think there was one but I don't clearly remember 


Q Did you have any knowledge about the negotiations 


of McDonnell & Company to sell their advisory company which 


provided advisory service to the McDonnell Company matual =| 


fund in about December of 1969? 
A Yes. 


Can you tell me what: you know about that trans- 


A Well, I remember that it went on twice, I think 


once in the summer and once later, but, in any event, firean 
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‘ Scheinman, Hochstein & Trotta, which was another member 

4 fixm that had a business relationship with McDonnell. in 
the rights business, and which they were also interested 

i in acquiring, they wanted to do sasashi ti to help McDonnell 
cut in its problems during the summer of 1969, and they 
also, of course, wanted to improve their own lot by acquirin 


some of the good properties that McDonnell had, and one of 


| them was this company, the subsidiary of McDonnell that 


, managed a mutual fund. 
| ae Scheinman, Hochstein & Trotta negotiated 
| with McDonnell to buy thatfund, and eventually they did 
| buy it. 
I an _ sure that they did in December. 

Q Did these regotiations result in any impact on: 
McDonnell & Company's condition under the New york Stock 
Exchange capital rule? 

A It could have. I don't remember whether it did 
or not, but it could have because the mutual fund ‘manage=_ 
ment company appeared in McDonnell's financial statement 
- stock in the subsidiary, and wa did not give any value 
to that because it was not readily marketable; it couldn't 
be readily sold. It could be sold privately but not 
readily. 


Consequently, there was the possibility that if 
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it was actually sold money would come in for it, and 
then the money would be capital for our rules purposes. 

Q Well, did you afford capital credit to the 
proceeds before they came in? | 

A I don't think we did. 

Q Can you recall exactly what the situation was 


in respect to the proceeds from the sale of the mutual fund 


management company and the application of your Rule 325?... 


A I think there was a sort of a different arrange-- 


ment that was worked out which had promise of giving in- 


mediate capital credit, but I am not sure whether it was 
ever actually implemented, 

But this arrangement was that Scheinman agreed 
to buy the mutual fund management company, and McDennell . 
agreed to sell it, but they were contingent upen getting 
the necessary approvals dene. I think they had to have 
a meeting of “— board of directors and do different kinds 
of things, so it couldn't be done immediately. 

So Scheinman agreed that in the meantime af |) 
needed thay would make a subordinated loan directly to 
McDonnell & Company of 600-odd thousand dollars. And it 
is that loan tmt we would have looked at for capital vather 
than the transaction of the mutual fund. | 

Q Let me show you a letter dated July 24, 1969, 
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addressed to the exchange, to your attention, and ask yon 
if that reflects the agreement of Scheinman, Hochstein 
to make a subordinated . van and to, buy the mutual fund 
management company, and, on the other hand, the agreement 
of the McDonnell Company to sell the mutual fund management 
company? 
A Yes, it does. The subordination is’in paragraph 4 
MR. BEEBE: I would object to the characterization. 
I think it is a letter of intent. I don't think there is 
an agreement in there at all. 
THE COURT: The letter will speak for itself. 
Is there any objection to its admissibility in 


evidence? 


MR. BEEBE: No, not by me. 
THE COURT: All right, Exhibit RRR may be received 
in evidence. 


(New york Stock Exchange Exhibit RRR received 
in evidence.) 


BY FMR. BROOKS: j 
Q Is it your testimony that any dapiwad credit 
that would have’ been given before the consummation of 
the transaction would have been credit for the subordination 
that is described in this letter? 


A Well, I certainly would have given it if the 
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subordinated loan had been made, but I might also have 
given it just based on this letter. 

Q Why do you say that, sir? y 

A Because we had what to my mind is an irrevocable 
commitment by another member firm. | 

Now, a mamber firm is different, in cur view, 

than anycne else. They are under our regulation. They are 
subject to cur constant review; we are well acquainted .- 
with them. I couldn't conceive of a member firm backing 


out of this kind of a written commitment to the exchange. 


Q Were you present when Exhibit RRR was signed? .. 


A Yes. 

Q | Did Mr. Scheinman sign cn behalf of Scheinman, 
Hochstein & Trotta? Was he that person, if you know, who 
was designated under Rule 342 to be the captain of the ship 
at Scheinman, Hochstein & Trotta? 

A Yes, he was, 

Q I nstice it: appears to be Harry Lindh who signed - 
On the signature line for McDonnell & Company. 

That's correct, 


Then there seems to be another signature below 


Do you recognize that signature? 


Yes, that is Morgan McDonnell. 
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Q How did it come that you had two people sign 
for McDonnell. & Company? 

A- Well, Mr. Lindh was relatively new at the firn, 
and I thought we ought to have a signature of the McDonnell 
family, and Murray wasn't around -- rather than the 
McDonnell family I wieata say I thought we ought to have 
an officer of the fien wii was also a member of the 
McDonnell family and a principal executive so I would be 
sure we had a si eeesees signature. | 

Q Mr. Bishop, are you familiar with the term 


“SEC oversight inspection"? 


Q What dces that mean? 


A The SEC from time to time sends in teams of their 


A Yes. 
| 


eats to —— at a particular part of my regulatory 
activities to see how we are doing, in other words, whether 
we are doing our job. 

Q Do you recall an SEC oversight inspection 
of your activities in respect to the firm of McDonnell & 
Company having taken place in the summer of 1969? 

A I believe there were sone. 

Q Let me ition ym a letter I pre-marked as Exchange 
Exhibit SSS signed on behalf of Kevin Thomas Dutfy, 


Regional Administrator of the SEC's New york office by his 
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chief attorney, Michael L. LeBlanc, addressed to Me. 


P. Fitzgerald of the steck exchango; and then I will show 
you at the same time a reply latter the same day by Mr. 
Fitzgeralu to -- I am not sure -- it appears to be an 
employee, Mark Epstein of the SEC's regional office in 


New York, and I ask you it you can identify these two 


letters. 


A Yes, except the name of the chief attorney_for the 


SEC was Blane, I think. 

Q Do these letters evidence the SEC oversight 
inspection of the exchange's files in respect to McDonnell 
% Company which you have testified about? 

MR. BEEBE: I object to the word "“evidance," . 
Does it show? ie a hme 

MR. BEEBE: Well, they show what they show, 

THE COURT: Yes,sustained. 

MR. BEEBE: Are these being offered in evidence? 


MR. BROOKS:. After a few more questions they will bee 


BY MR. BROOKS: 
Q Were you advis d of an event such as the SEC 
oversight inspection in your files? 
Yes. 
Were you advised of this oversight inspecticn? 
Yes. | ; 
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| 
| 
| 
| 


Q Did you authorize Mr. Fitzgerald to make available 


| 
; the files that were requested? 
| 


A Yes. 
Q Do you recognize Mr. Fitzgerald's initials on 
| A Yes, both of them, and also, of course, the one 
‘that he signed over his signature. 
Q I call your attention to the S@ letters. Are 


those letters familiar to you, sir? 


the top left of these two letters? 
| 

i 

A Yes. - is for the special operations question-| | 

i 

naire file, and Mr. Fitzgerald's initials are directly under 
' 

that in both of them. 


MR. BROOKS : XI offer these two documents in evidence. 

MR. BEEBE : I wasn't concerned about the genuine- 
ness. ~My question and objection is whether these were 
among the documents that turned up recently. 


MR. BROOKS: No, these documents were ameng the 


documents made available to Mr. Beebe's firm in 1971 where 


we produced all McDonnell's files. 


MR. BEEBE: Then I have another question about 


the document -- I don't know if you gave it a number but 
it's the one apparently signed by Mr. Fitzgerald or initialed 
by him - "Enclosed please find documents." 


I suggest it would be appropriate to have the 


epee en ceriean nt oremguamapusiiancmasepeme pee CEMITILERS, PISTOICT, CONST BEONATERS 116 COA THOUSE i it aad 


2 ate ain cet al cae 


$ih9 Bishop—direct 
erciosuzves too. | 
MR. BRCOKS: The enclosures were not with the 
letter, your Honor. The enclosures would appear'to me to 
be copying that was done from the exchange's files. They .| | 


are not identified exactly what documents were requested 


im either of the letters, but the entire files have been 


made available. 

THE COURT: Yes. That Gces not present a problem 
at this point. 

MR. BEEBE: Well, my problem, sir, is that 
they are addressed to Mr, Fitzgerald by Mr. Fitzgerald, 
and the only connecticn with this gentleman on the stand 
appears to be that he was another person involved in that... 
department at the time, perhaps in another capacity than : 
Mr. Eitzgerald. It would ba" Helpful to have Mr. Fitzgeraii 
and especially the enclosures here. | 

So I wonlc object to having them introduced. 

MR, BROOKS:. Your Honor, may I comment on that? 

In our discovery oe this trial started on ; 
the questicn of whe wanted who tod-be available ‘es a wit ness, 


Mr. Beebe considered Mr. Fitzgerald and told ma that he 


did not want Mr. Fitzgerald around as a witness. Ccnse- | 
quently I told Mr. Fitzgerald he could undertake a two-week 
cruise in this period. 
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I think Mr. Beebe has waived his opportunity 
to have Mr. Fitzgerald. | 

MR. BEEBE: I don’t think:that is exactly fair 
since I didn't know Mr. Fitzgerald was going to ba brought 
in through letters at this point. 

THE COURT: But, Mr. Beebe, are you mestioning 
‘he fapt that th: letter was sent and the other was received? 
: MR. BEEBE: I question the relevance and I question 

examining this witness about it, yes, sir. 
MR. BROOKS: I have no further questions on these 
letters, your Honor. I just think they should be in evidentes 

THE CouRT: You don't question their authenticity? 

MR. BEEBE: ; No. 

THE COURT: All right, they may be received. 

MR. BEEBE: I would like to establish some mechanis 
to make an attempt to find the a en so that when I 
cross I can examine about those enclosures. 

THE COURT: I would gather at this point that the - 
enclosures are with the Securities ari Exchange Commission, 
if located. | 

MR. BROOKS: And the originals would be in the 
exchange files, all of which were made available to Mr. 


Beebe in this same SQ file. 


MR. BEEPE: That is precisely what I am getting at, 
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sir. The enclosure, a letter from Mr. Fitzgerald to Mr. 


Epstein, would be in the SQ file which they have, - 
We made an arrangement with them when I subpoenaed all the 


files -- 


THE COURT: Mr, Beebe, come up. 

(At the side bar.) 

THE COURT: Mr, _— why do you wart the 
enclosures? What would you do if you had these @nclosures? 

MR. BEEBE: Did we get on the record they were - 
passing their wand over this? 

HE COURT: Having gotten that Magic in the record, 


as far as the rule is concerned, these letters are in te 


show that the SEc was deiereus in this sitraticn in a. 


certain way. 


MR. BROOKS: That's ali. 


THE COURT: What is it that yor would want the 
enclosurss for? Q 

MR. BEEBE: . I would like to see precisely what 
the exchange sent to the SEC, We did have an arrangement 
that each of us would keep the files available for the other 
rather than have them subpoenaed —~ 

MR. BROOKS: That is true. 

MR. BEEBE: I would like the enclosures, 


MR. BROOKS: There are nene. 
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MR. BEEBE: If there are none there ~~ 
MR. BROOKS: There are no segregated enclosures, 
MR. BEEBE: My argument is, what is the probative 
‘value of SSS without the enclosures? 
MR. BROOKS: Tt shovs simply the SEC's oversight 


of the stock exchange files, 


THE COURT: I take it this permits an argument 


to be made to the jury that what the exchange was doing 

ian secmabainay, and that it was being supervised. 
MR. BEEBE: And somehow approved. 
THE COORT: I don't know that you can say approved, | . 
MR. BROOKS: I haven't said that yet. 


THE COURT: But at least was being supervised - 


to some degree, 

MR. BEEBE: I guess, your Honor, I really make - 
a request for the enclosures so I can know. But if they 
don't have then, they Wonte have them. 

MR. BROOKS: I don't have them. 

THE COURT: What happens in late August or early 
September with xegard to these enclosures that is going 
to affect your case? Do you contend if this document 
was sent or wasn't sent that is going to make a change 
in the outcome of the picture? 


MR. BEEBE: I don't know what we are going in for. 
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If it is going to affect the outcone or influence the 
jury's opinion, it may very well affect my case, 

MR. BROOKS: I think the. matter can't go any 
further than the fact that I can't produce the enclosures, 


I don‘t know what they were. There was no 1i38t. 


MR. BEEBE: Then I can't go further than that. 


(End of side b=x discussion.) 


(In open: court.) 

THE COURT: Received, 

(New York Stock Exchange Exhibit sss and TTT 
received in evidence.) 

MR. BEEBE: I think, your Honor, SSS was the one 


from Mr. Blane to Mr .Fitzgerald, And TTT was frem 


Mr. Fitzgerald to Mr. Epstein. 
BY MR. BROOKS; 

Q Mr. Bishop, did there come a time when Lybrand 
Ross returned to the premises of McDonnell & Company in 


the year 1969 to undertake its Surprise audit for that 


year? 
Yes. 
Did they commence the audit? 
Yes. 
Did they seek an extensicn for that audit? 


Yes, they did. 
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Q . Did Snes as they did in 1968, supply a letter 
similar to their December 23rd letter in 1968 to support 
that requ sst for an extension? 

| A Yes, wa were still using the same four questions. 

Q Let me show you what I have pre-marked as 
Exchange Exhibit UUU and ask you if that is a letter that 
was supplied in ‘respect to the extension requested as to 
the 1969 siyiteond audit of McDonnell? 

MR. BEEBE; I am having a little trouble reading - 
the second page. 

Do you have a hetter copy? 

MR. BROOKS: No. 

A This was that letter that was supplied to the. 
exchange as well as M “wnnell & Company to whom it is 
addresssed, and it did come to my attention, yes. 

MR. BROOKS: The December 23, 1968, letter, which 
was similar to. this one, sce Honor, is Exchange Exhibit DD 
in evidence. 
BY MR. BROOKS: 

Q Mr. Bishop, does this letter differ in: substantial 
message from DD, which was the letter of the prior audit? 

A Yes. 


MR. BEEBE: Your Honor, first could I have the 


witness give me a chance to get up and object? 
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THE COURT: Yes. Let's strike that answer out, 


and I will sustain an objection to the form of the question. 
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Q Mr. Bishop, you testified yesterday that DD 
gave yeu aebtelh ascibancia on whichyou felt it 
possible to grant the extension? 

A That's correct . 

Q Of the 1968 audit. How about UUU, did 
that provide aust: assurance to you? 

A No. 

9) Tell me where it lacked the assurance that 


you needed to grant the extension. Tell me in what 


respects it lacked theassurance that you needed. 


A Well, I believe it says that they have 
considerable doubt, although they hadn't finished their 
audit, they had considerable doubt that McDonnell was 
in capital compliance at the date of the audit or at 
the time they wrote us this letter on February 2. 

That's the most worrisome thina. about it. 
They also say they sve going to report Bi material 
inadequacies in record keeping. 

Q Did you grant an extension for this audit 
report, sir? 

A I believe not. 


MR. BROOKS : I offer Exhibit UUU in evi- 


MR. BEEBE: No objection. 
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(Defendant Stock Exchange Exhibit UUU was 
received in evidence) 

@) Mr. Bishop, what did youdo about the report 
contained in Exhibit UUU that Lybrand couldn't tell you 
that the firm was in capital compliance at the audit 

date, couldn't tell you they were in capital compldance 
as of the date of that letter which is February 2, 1970? 
A Well, of course, first by not granting an 
extension we were demanding that the audit be completed. 
Second, I atehened a new team of staff 
members to look at McDonnell's situation as it then 
existed and whatthe audit was finding, and this team 
was headed by Dave Fuchs, who had been the head of my 
income and expense section, which was the section that 


got the annual reports on profitability. 


This staff was experienced in consulting 


. 


with firms on elements of profitability, where firms 


were weaker than. other firms, in making cost analyses 
of member firms. 

So I assigned him to head a team that also 
included, I think, some members of the coordinator's 
Staff, to analyze and try and project into the near term 

. future what the possibilities were for McDonnell and 


how much success each one of them projected for it. 
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Did they render such a report? 
A 2 Yes, they did. 
Q Did they have a bottom line recommendation 


in their report, sir? 


A I think they came ot the conclusion that 
unless McDonnell was able to come up with some alternative-- 
I think they had three ideas that they examined, and 
they rejected two of them unless McDonnell was able to 
come up with specifics that ete, in a very short period 
oftime, show thas they were wrong. 

‘Their conclusion was that the only 


reasonable alternative left for McDonnell was to deliver 


— inden 


out the rest of their customer accounts and liquidate, 
go out of the securities business. 


Q I show you Exchange Exhibit VVV, which is 


addressed to Fred Stock and yourself, dated March 1-., 


1970, signed by David Fuchs and Paul Fitzgerald, and I 
ask you if that is the cera which you have testified 
dene just now. 
A This isi... 
MR. BROOKS: I have retyped the first page, 
your Honor. The original is below it because I thought 
, there was a legibility problem. 


I now offer VVV in evidence. 


Bishop-direct 
MR. BEEBE: V as in Victory? 
THE. CLERK: Yes. 
(Pause) 
MR. BEEBE: I was looking for the exhibits. 
Are they attached or available? 
MR. BROOKS: They are not attached, your 
Honor, and they weren't attached when Mr. Beebe's 
associate, Mr. Dubin, marked this as Plaintiffs’ 
Exhibit 120 at the deposition. I don't know where they 
are todas ana ie thes wanted them they have had a couple 
of years to get them. 
MR. BEEBE: I don't know that that is a 
valid answer. I don't have any objection to VVV. 
(Defendant Stock Exchange Exhibit VVV was 


received in evidence) 


Q Mr. Bishop, from the time you received 


Exhibit UUU, which is Lybranda's letter of February 2, 


1970 -- do you have a copy of that? 

A Yes. 

12) (Continuing) Onward, during the rest of the 
existence of McDonnell 6 ies as a member firm, did you 
understand McDonnell & Company to be in violation of the 
exchange capital rule? 


MR. BEEBE: May I have that question back? 
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THE COURT: You may. 
(Question read) 
A I accepted it as a probability, not as a 
eectwinty.. 
Q Did you permit them to continue in business 
for a period of time thereafter that uncertainty 
developed? 


A Yes. 


Q What was going on in McDonnell & Company 
during the period that you permitted them to continue 
in business while being uncertain whether they were in 
compliance with the capital rule? 

A Well, of course, the delivery out of the 


customer accounts from the closed offices continued. 


And otherwise McDonnell was by then:a very small firm. 
It had only a limited number of customers still being 


serviced by the few producers who stayed with them. Plus 


‘the rights business, and the rights business was béing 


carried on. 


Q What were they doing with the customer 
accounts in that period which you permitted them to 
continue? 

A They were continuing the process that had been 


’ 


going on all the previous fall and winter of delivering 


a 
elec ee a ee ee 
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them out to the brokers or the customers, as instructed 
by the Gertonuee: 

(a) Who was running the firm at this time, sir? 

A | Paul McDonald and Harry Lindh, and Murry was 
still there too, but I guess you would Say all three 
of them were. 

OQ Do you know the date when McDonnell & Company 
finally closed its doors? 

A Mareh,..2'3;.. L976. 

Q ite ven in the courtroom yesterday when 
Paul McDonald testified about a meeting he had 
with Chairman Budge of the SEC about six weeks 
before McDonnell & Company closed its doors? 

A Yes. 

Q Did you have any communication with the SEC 
about February 2, 1970, in respect to McDonnell & 
Company? . 

MR. BEEBE: Objection, relevance. 
LHe | COURT: Overruled. 

A I'm sure that we did. t lean! t ‘specifically 
remember it. 

Q Mr. Bishop, I now show you a copy of Plain- 


.tiff's Exhibit 86, which, as you recall, is a letter 
’ 


by bulletin signed by Robert W. Haack, president of the 
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New YOrk Stock Exchange, to members and allied members. 
! It's dated October 1970. It's a two-page bulletin, and 
attached to it is a memorandum of about seven or eight 


Pages. (handing). Take a look at that, sir. 


Did you have any role in preparing Exhibit 


A Yes. I wrote the long section of it, page 


Q Who wrote the first two pages? 
; A Someone summari. d what I had said in the 


long section into the first two pages which I then 


{ 
| 
4 
: 
a | 
{ ; 
| reviewed and made sure that they said what I thought 
i 
| 


I was saying in the longer section. 


THE COURT: This section is the one entitled 


"An exchange report." 


THE WITNESS: Yes. 


THE, COURT? You say you are the author of 


that section? 


THE WITNESS: Yes. Others helved edit 
and review it but I was the original writer. 


Q Take a look at the top of page 2, sir, of 


pa Coben ovate — 


Mr. Haack's bulletin where it reads, "A question often 


, asked is why did the exchange allow a few member firms 


vy 
to continue in business despite critical paperwork and 
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capital problems." 
Thereafter it goes on to identify McDonneil 


& Company as one of the firms that that sentence is 


speaking about. 
Can you tell me when McDonnell & Co. had 


critical paperwork and capital problems? 


A In this context I deemed them to be at about 


the same time that I placed restrictions on them in 


late May of 1969. 

Q Is that the same date for both paperwork 
and capital? 

A Well, more capital than Paperwork, but I 
guess paperwork too. 

(@) When did you first detect a reluctance or 
inability of McDonnell & Company to add ‘to its 
capital as needed? 

A Well, the inability came adie about the same 
time and later. , They continued to be willing -- 

Q But not able? 

A Not able, right. 

0 Do you recall a meeting with James McDonnell 
sometime around Memorial Nay 1969? 

A Yes, 


, 
Q Would that meeting and the subsequent weeks 
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. be the time in which the new capital well at McDonnell 
& es aa dry? 

A As far as the family is concerned it seemed 
to. There were attempts that seemed promising later in 
the year from other people. 

(@) Take a look, if you would, sir, at the bottom 
of the third page of the memorandum portion of Exhibit 86, 
and I will read that, if I may. 

“FOr exenule: in the case of three major 
member organizations, the exchange found itself facing 
situations where normal application of rules could have 
meant possible loss for many thousands of customers 
and potential chaos in the industry." 

“The next sentence goes on to identify 
McDonnell & Co. ‘as one of those firms. 

Sir, can you tell me the first time in 
which the exchange aba aw apply in a normal manner 
its rules to McDonnell & Co.? 

A I believe that was in February of 1970, 
after we received rer Lybrand report. 


Q Up until the liquidation, I suppose, in 


’ 
read a sentence in the next paragraph 
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£0 you, siirt It says, "The hope was a scaled down 
firm would present a manageable liquidation Situation." 
When was the first time that the exchange 

gave consideration to a liquidation of McDonnell & 
CO. 2 

A I think it was in this same period when my 
staffwas doing this special analysis. By "same" I mean 
February and March of 1970. 


Q When you say an analysis being done by your 


staff, are you eetonelnd to Exhibit VVV, Mr. Fuchs' 
and Mr. Fitzgerald's memorandum? 

A Yes. 

Q After McDonnell & Company went into liquida- | 
tion did hteexchange bring anv disciplinary Proceedings of 


any kind? 


A Yes, we did. 


which is a memorandum addressed to the board of 
governors from the department of member firms, referring 
to, it would appear to be, certain charges brought 
against McDonnell & Co., Incorporated and T. Murray 
McDo.inell. 


Does Exhibit 83 reflect institution of 


t 
Q Let me show you Pliantiffs’ Exhibit 83; 


disciplinary Proceedings, sir? 
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Yes. 

Q Can you describe the process which 
Exhibit 83 is a part of in the disciplinary function. of 
the exchange? 

A It's parallel to something I think I 
explained yesterday in that we first draw up a memorandum 
which the staff pareewes to express the facts that we 
think are the bases for the disciplinary charges that we 
are about to make. Then we specifically state in 
charges, which are paragraphs saying exactly what we 
ee charging the person with, in this charae nee oe 

Then we serve that on the people that we are 
complining about and they have a period of time, which I 
think was 20 days ae thee time, subject to extensions 
which we may give if their lawyers don't have time to 
get it done.or something of that nature, in which they 
can furnish a written statement of their position in 
this matter, whether they agree or don't agree and why, 
and so forth. 

Then the staff considers whether we still 
want to maintain -the charges after we see what they 


have to say. And if we do, then we have two 


‘alternatives, and we have told them ahout these two 


’ 


alternatives in our first submission to them of this 
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charge statement. Either we can see if they want to 
make an offer of settlement, to accept the penaity and 
guilt without going through a hearing; or if they don't . 
want to do that, then they can go through a hearing, 
which is before an appropriate committee or the board of 
directors of the exchange, in which they appear, the 
staff of the exchange who is making the complaint appears, 
and anybody who is going to be a witness appears, and 
the parties have occasion to question each other and the 
witness and, of courses the committee ean. 

Then the committee comes to a decision. 
Now, if the board of directors had assigned responsi- 
bility for people like McDonnell and Murray McDonnell to 
its advisory eer to hear these hearings, if the 
staff was only seeking a fine, a censure, Oi, TE believe, 
a suspension, B I we were seeking an exptilsion it had 
to be heard by the full board. 


Even. if the hearing was before the 


advisory committee the board had to approve either the 


penalty arrived at after a hearing or the offer of 
settlement which would be recommended by the committee. 
1) I take it the charge memorandum charaes 


violations of the exchange re2es; is that a correct 


» 
assumption? 
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That's correct, or of the constitution. 
How about SEC rules, does it charaqe 
violation of applicable sSFc rules? 
A There is a section of the exchange iit bia 
tion that provides for Gisciplinary action bythe 
exchange in the event of violation of exchange rules, 
yes, 
Q Weee there any violations that you determined — 
to have been committed by McDonnell ¢§ Company put 
into those charges which became Exhibit 83 known to the 
exchange before the exchange received word of the Lybrand 
audit in January of 1969? 
A a § think only one. 
Q what was that, sir? 
MR. BEEBE: I believe the Lybrand letter 
which you may be referring to, UUU, is dated February 2, 
1977 6.2 
MR. BROOKS: I am referring to the Lybrna 
audit as of October 31, 1968, which was received by 
the exchange in mid-January '69. I believe my question 
to Mr. Bishop was, were any of the violations in the charae 
memorandum known to the exchange before it received that 
audit in sessile of '69. 


THE WITNESS: Just the one, which’ was 
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McDonnell's failure to have their auditors file their 
1967 audit in the prescribed time. 

@) Why were charges brought against T. Murray 
McDonnell? 

MR. BEEBE: Objection to the form of the 

question, a why question addressed to a party witness. 
I'm not objecting to the line of inquiry. rE just 


think the form is wrong and perhaps irrelevant unless 


there is something that this is moving £0). 


MR. BROOKS: I don't know how else to get 


at the matter, your Honor. 
I think there are a lot of 
ways. 
THE COURT: Maybe you will tell Mr. Brooks 
a couple of ways’. 
MR. BEEBE: If I knew where he was going 
I'd be happy to. 


THE COURT: Mr. Beebe, isn't the door somewhat 


opened by your Exhibit 83 as to explain the reason for 


MR. BEEBE: Why charges were brought against 
McDonnell & Company? 
THE COURT: No, T. Murray McDonnell. 


v 
MR. BEEBE: Perhaps if he just went into 
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what the charges were, that would be a fair line of 
inquiry, if I could make that suggestion. 

MR. BROOKS: That doesn't help me get where 
I want to go. 

MR. BEEBE: I object to the question as 
posed. 

THE COURT:.. Go on to something else, Mr. 
sila, for a minute. 

9 Mr. Bishop, was T. Murray McDonnell being 
charged in his personal capacity or in his representative 
capacity? 

A Well, he was being charged because he was the 
head of McDonnell & Company, but, of course, he was 
also being dpicaed as a person, but they were all for 
failure to perform his duties as head of McDonnell & 
Company. They were not for personal deficiencies 
such as dishonesty wi lying) tothe exchange or things 
of ‘that: kind. They were all supervisory type charges. 


Q Would it be fair to say that the charges 


were thet he didn't run a tight ship at McDonnell & 


Company? 
A That would be a mild expression of it, yes. 
Q The charges are dated October 1970, sir. The 


last page is a consent to penalty signed by yourself 


rdrl6 Bishop-direct 
and T. Murray McDonnell. 

Was the consent to penalty signed at about the 
same time as the charge memorandum was dated October 1970? 


A No, I think it was quite a bit later. 


Q Do you recall when? 

A January or February of 1971. 

Q What accounted for the delay? 

A Well, initially Mr. McDonnell didn't want 
to make an offer of settlement. He was very incensed 
that we had brought charges against him and very 
emotional about it. I wasn't willing to face the 
fact that he was -- 

THE ‘COURT: Strike that last little bit out. 
Go ahead: 

Q What penalty did you offer to T. Murray 

McDonnell? 


A A suspension and his being barred for life 


from being an allied member or supervisory person 


in an exchange member firm. 

Q If you are going to bar him for life, what 
did the suspension relate to? 

A Well, that meant that he could continue 
being a registered representative after the suspension 


, 


period was up. 
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Q You wanted to suspend him from being a 


registered representative? 


A We wanted to suspend him for heinq anything 


in a member firm for a period of time. Then we would 
let him come back as a registered representative or 
supervised employee. 
Q Not as the head of a firm or officer in charge? 
A Right. He couldn't he in charge of any 
departments either. 
Q Did Murray McDonnell have a known reputation 
in the member firm community as a producer, sir? 
A Yes. He was a very biq one. 
Q And if he is suspended as a registered 


representative could he be a producer? 


MR, ‘BEEBE: Objection. PijNust: don"t 
see how this fits in. I mean there may be some facts 
here but where they slot into the doened in this case 
I don't know. So. 0 think it's irrelevant. 

MR. BROOKS: It's part of the document 
Mr. Beebe put in evidence because the consent to 
penalty refers to this matter Mr. Bishop is talking 


about. 


THE COURT: Yes, I think on this state of 


record I will overrule the objection. 
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You have mentioned some acrimony -- 
I don't think I answered that question. 
I have forgotten what it was. 
Q « De you: recall i? 
A No. 
MR. BROOKS: Read it back. 
THE COURT: -- We will take a recess and have 
the reporter locate the question when we come back. 


(Recess) 
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MR. BROOKS: Mr. Reporter, would you read the pendiny 
: question? ° 
; (Question read.) 

A No. Hoe would lose his income for that period. 
BY MR. BROOKS: 

Q Mr. Bishop, in the course of these discussions 
with Murray McDonnell about the penalty that you urged 
that would suspend him as a registered representative, did 
he “_ a written presentation as he was entitled to in 
response to the charge in the viii 

A yes, he did. 

Q Tet ma show you Exchange Exhibit WwW which I 
have pre-marked for identification, and ask you if that is 
the written presentation. 


Yes, this is. 


It is addressed to you, sir. Did you receive it? 
Yes, 


I note this is not a Signed copy. 


I believe I did. 


Is this a true copy of a signed copy, just not 


| 
Did you receive a signed copy of it? 


I believe it is. | 


| 
| 


MR. BROOKS: I offer this in evidence, your Honor, 


a Tg QC BANNER URLORS SH ae, WT SIE ES ET 
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as Exchange Exhibit WwW. 


MB. BEEBE: No objection. 


THE COURT: Received. 
(New York Stock Exchange Exhibit Www for 


identification received in evidence.) 


BY MR. BROOKS: 

Q Mr. Bishop, when you got this did any of the 
languages in it appear familiar to you? 

MR. BEEBE: Objection. 

THE COURT: Yes, sustained. 

Q Mr. Bishop, do you recegnize in this letter 
any of the phrases that you had drafted which became part 
of Exhibit 86? 

MR. BEEBE: Objection. 

If this is in the way of argument that this 
question is being put in this way, I don't think i is 
proper. | 

THE COURT: Yes, that question troubles me. 

I will sustain the chjacticn. 

BY MR. BROOKS: 

Q Deas Exhibit Wun, Mr. Bishop, to your knoviledge 

adopt any language that was in Exhibit 86? 


MR. BEEBE: Objection. Same objection. 


THE COURT: That can be daterminea by a reading 
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of the ti 9 exhibits. 

Q Mr. Bishop, take a look at the bottom of page 1. 
of Exhibit WHW where it says: 

"I negotiated in good faith after a full investi- 
gation by the SEC and agreed to this settlement under 
which the Commission permitted me toa least earn a living 
for myself, wife and nine children as a stockbtoker. ‘To 
consent to any suspension in addition appears to me to be 
unduly harsh and inequitable in viaw of ali the circumstance," 


To what was Mr. McDonnell referring to there, if | 
} 


you know, sir? | 


| 
| 
} 
| 


A He had entered into a settlement with the SEC 
back in 1969, in April, I think, under which he had agreed-- | 


let's see, I guess that is the right year -- in which he 


had agreed to --'no, I guess it's the wrong year, maybe 
it's 1970 -- at any rate, the settlement agreed that he 
would be barred from supervision but it did not suspend 
him. 

, Q And you wanted to suspend him as a registered 
xepresentative? 


A That's correct. 


Q £After you got Exhibit WHW, sir, did you have 
any meetings with Mr. McDonnell in which you responded 


to tha letter? 
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Yes. 

‘Tell ms what you said to him, 

I told him that this reply would never stand 
up before the board; that he was just purroting back things 
that had been in our circular. 

He seemed to ma to be lashing out emotionally 

MR. BEEv: I will abject to this. 

THE COURT: Why are we getting inte this? 

MR. BEEBE: I will object to this. 

MR. BROOES : I think the question was entirely 
proper. XY asked Mr. Bishop what he said to Mr. McDonnell 
when he had a meeting with him after recéiving WW, and | 
that is what he is telling us, what he said to mr. McDonnell 
in that meeting. 

THE COURT: But I am curious as to why that is 
relevant to any issue that wa have before us. 

MR. BEEBE: On top of the plain hearsay problem, 

MR. BRCOKS: How could it he hearsay if Mr, 
weuege said it? 

THE COURT: That is not the problem. 


MR. BROOKS: I think the letter -— 


|THE COURT: You are now going into the Litigation 


of the Murray McDonnell suspension hearing and what were 


the positions the adversaries took. prior to a ruling. 
t 
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MR. BRGOKS: If Mr. Beebe will agree not to refer 
to the letter r will agree not to try to put it in context. | 

MR. BEEBE: Your Honor, wifi all due respect, that's 
ridiculous. I don't see how that kind of statement can 
be made. The question is, how does the questicn' that is 
pending to the witness move the case along in any respect?... 
The letter is in evidence. 

MR. BROOKS: The question is what response Mr. 
Bishop made to T. Murray McDonnell in a meeting he had 


with T. Murray McDonnell after he received this letter. 
THE COURT: And this._is soma time after November, 


MR. BROOKS : Yes. 

THE oe How does anything Mr. Bishop said 
to Murray McDonneli at sunt point become velit to the 
issues here? 


‘MR. RRCOKS: Well, we are still within the 


| 

A 

eis | | 
MR. BEEBE: And I object. ; eae 
| 

| 

| 

| 

| 

| 


Seecbuatuey process which Mr. Beebe has put before the cour 
when he put the charge memorandum and the attached consent 
in evidence, 

I am trying to show how we «ot from the charge 
memorandum to the attached consent, what the negotiations 


i] 


were, and what was said to whom, by whom, and why we have 


beeen ROUETLICP AT RET RIA CANN T HENOATCOS LC CALM TUAW, 
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the consent which we do, which is part of Exhibit 83, 
‘THE COURT: Well, it seems to me tha only purpose 
of the charge memo is for the statement of facts dn it. 


If I am wrong about that, Mr. Beebe, correct me, but that 


of the fact purporting to be an admission against interest 

of the stock exchange. 

: MR. BROOKS: But apart from that, the last page 
consent to penalty. 

THE COURT: The consent to penalty is excludable, 
and would have been excludable if there had been an 
objection to it. 

MR, BROOKS: But I think it relevant, your 


Honor, because part of their claim against the exchange is 


is what I see as the only purpose of this offer, a — 
| 
| 
' 
| 


that it did not enforce its rules and did not discipline 
its members, to wit McDonnell & CO. Incorporated and T, 
Murray McDonnell among others this, up until the signing 
of the consent decree constitutes that disciplinary process 
ati we are accused of not having done. 

‘THE COURT: What Mr. Bishop and ihicdienia. ehiseiciase 
may have traded by way of words in a meeting some time 
in November, 1370, I don't see to bs relevant. 

MR. BROOKS: If it plays a role in arriving at 


the consent to penalty, I think it is. 
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MR. BEEBE: XI think it is getting so far afield, 
your Honor-- 

THE COURT: XK will sustain the objection. 
BY MR. BROOKS: f2. Mien 

Q Mr. ee after your meeting with T. Murray 

McDonnell did he agree to a suspension as a registered 
representative? os 
: A After some time elapsed, yes. 


Q And is that reflected in the consent to penalty 


which is part of Exhibit 83, the last page? 


KR °- Yeo, dt tes 

Q Was that penalty a greater penalty than imposed 
by the SEC on Mr. McDonnell? rer 

A Sia 

Greater to what extent? 
s OR .To the extent of his suspension from any activity, 

including that of registered spicata aes and, I 
believe, the bar from Penne pee and allied member 
activities was somewhat broader. 2X don't recall that too 
well. 

Q ° Whose was broader? 

A Ours. 


can it? 


| 
Q It can't be any more broad than for life, | 
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Q ‘Now let's back up a number of months to March 13, 


1970, and the liquidation of McDonnell & Company. 

Will you explain how that process works? “— 
exactly was done to bring about what we call the liquidation 
of McDonnell & Company? 

A McDonnell & Company and the exchange and the 
ween trust fund entered into a contract whereby if it 
became necessary for the trust fund to furnish moneys to 
help cut McDonnell's customers, that the event of furnishing 
such moneys would trigger the exchange's right to appoint 
a person to be in control of the company, and that person, 
who is called a liquidator, would have all the functions 
that ths chief intaieies and the board of directors ei 
a company normally has under other circumstances, and the 
trust fund would make moneys wailable to that person who 
in this case happened to be Mr. Pat Saami: 

He had been the second person in charge of opera- 
beads at Bache & Company. His job was ~- he retained most 
of the employees of McDonnell who were engaged in delivering 
customers’ accounts, including Mr. Lindh who was his 
principal assistant -- 

MR. BEEBE: Excuse me, could I object again in 


the sense that this seems to ba wandering a good deal. It 
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is interesting, but it is a question of relevance. Could 
it be focused just a little? 

MR. BROOKS: I asked him to explain what the 
process was of the liquidation because we just eaaKnd about 
liquidation of M:Donnell & Company, and nobody really knows 
what that is. 

A (Continued) At. any rate, he neadweane with winding: 
hihi the affairs of McDonnell, or trying to collect amounts 
that they were owed; eaten out the customers what they were 
entitled to, and where he didn't have enough McDonnell 
‘ assets to do that he drew on funds that were made available 
to him by the special trust fund to purchase securities 
for customers or pay customers cash. 

Q You mentioned a special trust fund. About a[ week 
ago. we had testimony from Mr. Arning during which we 
introduced Exhibit III, which was the deed of trust of 
the trust fund which he identified as enn 
Mr. Bishop, I woietibe that the deed of trust is 
dated 1964, : 

Were you on the scene at the exchange at the time 
this trust fund was created? 

A Yes. I was not only on the scene but intimately 


involved. 


Q Could you tell me what circumstances gave rise 


| 
| 
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to the creation of the deed of trust and thereby the 
trust fund? 

A A member firm named Ira Haupt & Compary had failed 
in the previous year, 1963. $37,000,000 were missing 
because of fraud by a customer, and tlie banks who were 
creditors and the stock exchange together dieeduea to make - 
up a plan to make the custemers of the firin whole, to which | 
the stock exchange had contributed about $9,000,000, 

Then we appointed a couple of committees to 


see what wa should learn as a result of that experience, 


provide for such matters in the future, make available the 
possibility of helping other firms if Something similar 

_ Should happen. 

So this trust fund was the result. 


Q When you say the banks and the exchange made 


I 
and ona of these committees recommended that we should | 
| 


the customers of Ira Haupt whole, do you mean paid them back 
their money or securities? 
A Yes. 
Q What kind of legal entity is this trust fund? 
MR. BEEBE: The al speaks for itself 
I believe,your Honor. And that also definitely calls for. 
® legal conclusion in the very basic question. So r object, 
MR. BROOKS: I don't think —- 
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THE COURT: Let's see what the witness says. It 


may be of assistance to the jdry. The instrument may not 
be ws revealing in that regard as his testimony, and it 
may be helpful. 
| Answer the question. 
A It is a charitable trust organized under the laws 

of the State of New York. 

MR. BEEBE: I don't find that very helpful your 
Honor. I find that very self-serving, and I would move 
to have that stricken. 

THE COORT: Strike. the answer. 

Does the instrument cite under what provisions 
of the New York State law the trust is created? | 

MR’. BROOKS : No, it dces not, your Honor. 

THE COURT: Does this witness have any basis for 
competent knowledge under the laws under which this was 
created? 

MR. BROOKS: I oatioei A does. 

THE COURT: Do you want to explore that, and if 
you can lay a foundation for it you may ask the question. 
BY MR. BROOKS: 

Q Mr. Bishop, are you familiar with the laws under 
which the trust is establidied? 


A Not the laws. 
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Q Are you familiar with the state under which the.. 
trust has its existence as a legal entity? 

A I understand it to be New York. i 

Q And what kind of a trust under the law of New 
York do you understand it to ba? 

THE COURT: This is the Layman's dafinition 
of it, Mr. Brooks: 

MR. BEEBE: IX object. 

THE COURT: I will sustain the objection. 

Q Mr. Bishop, who are the baneficiaries of the 
trust? 

A They are whatever customers of member firms might 
be in need of assistance that the trustees of the trust 
determine in their sole discretion to assist in the future. 

Q Can the trustees assist other than customers 
of a member firm? 

A No. 

Q Can trustees assist subordinated lenders to 
a — firm? 

No. 


Can they assist voting stockholders of a member 


No. 


Do you recall how much the trust gave in the way 
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of assistance to the customers of McDonnell & Company? 

A Ren Sera the eanee figure but it was in 
the southern 29 million dollar range that has been talked 
about previously. 

Q Had the existence of the special trust fund played | 
any role whatsoever in the regulatory decisions that the 
exchange made in respect to McDonnell & Company prior to 
inal: 13, 1970? 

A Yes. Since that February 2 to 5, 1970, period 
when the Lybrand audit cama in that I talked about, when 
we didn't give the normal application of our sisioai Sieaienic 


after, but prior to that date, no. 


Q After February 5th in what way did the existence 


| Of the trust fund influence the exchange's application of 
its rules in respect to McDonnell «& Company? 

A Well, it then appeared very unlikely that nen 
could come back into Capital compliance, and we permitted 
them to continue doing what they were doing for those few 
remaining weeks while a liquidation plan was found to be 
a desirable course of action. 

Q What were they doing for those weeks? 

A Well, they continued to deliver out their customers 
accounts. That was their biggest activity. They also had 


some production from Murray McDonnell and a few other people 
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who were left in the firm, and they continued to do their 


rights business on the floor, but that was guaranteed by 


Scheinman, Hochstein & Trotta, 


MR’. BROOKS: Thank you, sir. f have no further 


questions. 
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Q Sir, I will just start with a little routine matter . 
I show you Exhibit 000 that was marked this morning,a letter 
from yourself to Mr. Sporkin and just ask you which flde 
_did that turn up in? 


A I think that turned up in a file of letters to 


the SEC. 

Q I take it that file was not turned over to the 
attorneys for the plaintiffs before this time. 

A That's my understanding. 

Q What period ~€ time do those letters to the SEC 
cover? 

A ZI don't know, 


Q 1968,. 's9? 


' 
} 


MR’. BROOKS: IX object to the inquiry. I represented 


| to the court that 2 was the fellow that scouted out the 
| request in Mr. Beeba'g subpoena. This witness has no first- 
| nnd knowledge. 

THE COURT: What's the purpose of this line? | 
MR. BEEBE: As I remember, I was going to be allowed 
les look into those letters and find out if there was 


anything that needed cross-examination., Therefore, the first 


to McDonnell & co. in the period from January 1,, 1968, to 


\December Bhs 1a, and I would like these produced.as 


thing I would like to do si get those files and any igfetal 
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promptly as possible so we have a chance to examine them, 

‘THE COURT: Any further letters referring to-. 
WcDonnell in this file from which 000 came? 

MR. BROOKS: When I reviewed the files, your Honor 
I was responding to Mr. Beebe's trial Subpoena of a day or 
so before the trial. I don't recall any other letters 
to McDonnell «& Company other than the ones I have already 
edulis for him in response tothe Subpcena. I pulled this 
one out because it struck my eye -- 

THE COURT: My questicn is were there any cthers 
here that Mr. Beebe does nethave access to that you know of? 


MR. BROOKS: Not that I recall. 


MR. BEEBE: I would still like access to that 


correspondence file between the stock exchange and the SEC 

of 1968, ‘69 and ‘'70, 

THE COURT: Where is the file from which this 
was pulled? 

MR. BROOKS: Where is it? 

THE COORT: Yes, 

MR. BRCOKS: Well, Mr. Bishop's Secretary made 
available to me a number of files to try to respond to 
Mr. Beebe's trial subpcena. When I was done going through 
them, I gave them back to her. 


% 


MR. BEEBE: ll Wall Street, I guess is the answer, 
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COURT: Do you know what sides they are? 
BROOKS: What sides they are? 
COURT: Is it 1 inch, 2, 3 inches? 


MR. BROOKS: The files I went through were 


maybe 2 inches thick for each year, I believe, that I» 


went through them. I forget what yeers Mr. Beebe's subpoena 
inquired into. >. see 
MR. BEERE: May I have access to them this evening 
‘er tomorrow morning? That would solve the problem. 
MR, BROOKS: I certainly would object to producing 
any part of the file that doesn't relate to McDonnell. 
THE COURT: I would agree. 
MR. EEEBE: I have no interest to anything whieh 
relates beyond McDonnell & Company in those three years. 
THE COURT: We will take this up further during 
lunch. 


BY MR. BEEPE; 


A Sir, I way skip around a little. I will try 


to make the questions as coherent as possible, 
I believe early on yesterday you testified .- 
concerning the exchange's responsibility for upholding» 


commercial honor and integrity. In whose interests ‘does 


the -- 


A I don't recognize that characterization of my 
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testimony. | | 
Q Well, I will just ask you right now, ' 
THE COURT: How about just and equitable 4 
principles of trade, would the witness accept that? 
THE WITNESS: vYas. 


THE COURT: All right. 


Q In whose interests does the exchange uphold 
the just and equitable interests of the trade? 

A 4 think in relation to each other and those. 
with whom we do piadnban, 

Q Would that include subordinated lenders to 
member firns? 

A Certainly in some respects, yes. 

@ In what respects would it not? 

A Whatever we know about them we would expect 
just and equitable principles of trade to be followed 


in whatever the member firm does. 


Q Now, we have mentioned trusts, there ara some 


trusts involved here. When a trust is involve’ in lending 


SO ES | 


money to a member firm was it standard operating procedure 


at the exchange to review the trusts authority to enter 


into the transaction? 


A Yes. 


. 


Q Was there any effect cn other member firms when 
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McDonnell & Company went out of business? 


“MR. BROOKS: I object to the question, your Honor. 
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ZL think it is much too broad. 


THE COURT: Yes, I sustain the cbjection. 
Q Do you know of any effect on the other member 
firms from McDonnell going out of business? 
| A z suppose some of them could have lost minor 


/ amowits of money. 


Q Did the other firms through the special trust 
; fund pay money for the assistance of McDonnell’s customers, 
this seven to nine million dollars you just talked about? 
A I think not in any Aieat Waye 
Q XI mean indirectly. 
A Well, no. I think they were practically all 
| exchange revenues \ which belonged to the members of the 


exchange, not to the member firms. 


MR, BEEBE: “May X have that answer read back? 


THE COuRT: cite Beabe, let me ask you,is there 
| any dispute about the source of the trust fund money, 
ii because we went through this with Mr. Arning, as I remember, 
in quite some detail on cross-examination. 
MR. BEEBE: Perhaps the witness could put that 
to rest altogether. 


Q This special trust fund money comes from the 
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other member firms; right? 
+ “ee 
MR. BEEBE: Then there is some dispute. 
What is the source of the special trust fund? 
THE COURT: Mr. Arning testified to this in 
substantial detail on cross-examination as to where the 
revenues came from. te 
3 MR. BEEBE: Yes, and there is still a substantial 
dispute. 
THE COURT: What is the dispute? 
MR. BEEBE: That the funds came from other .. 


member firms. 


MR. BROOKS: Nobedy has disputed that on tha 


; record except Mr. Beebe. 


THE COURT: As I understand ‘it, the money came 
from certain rentals of privileges, if I am characterizing 
it correctly. But that the payers of the rentals were the 
member firms, 

MR. BEEBE: As,leng as it is clear that the 
source of the funds, all the funds in the special trust 
fund were ultimately from member firms. 

THE WITNESS: That's not true. 

THE COURT: Go ahead. 


Well, sir, you gava a depositicn in this casa, 
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. did you not? 
A "Yes. 
April 24, 19 -- ae 
THE COURT: Mr. Beebe, you don't have to get to 
that, unless you are going to contradict this last answer. 
MR. BEEBE: I was going to do Pout. sir. 
THE COURT: Yes. 


THE WITNESS: Would the reporter please note that 


question that I answered. If I am going to be contradicted 


I might want to hear it again. Just note where it is. 


Q Your recollection might have been a little 
better back in 1973, sir. 
A let's find out. | 
Q That's what I am trying to do. 
This is at page 37. 
“YT am talking about McDonnell and I'm asking. 
! what effect the demise of McDonnell & Company had upon } 
the other member firms. 
"A Well, I don't think the other member firms. 
lost any significant sum of money as a result of it except 
i what was indirectly — by the exchange for the assistance 
| of McDonnell‘’s customers." 
A I think that's consistent with my revious answer. 


Q That's my question. What was paid indirectly 
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customers? Wasn't it the trust fund funds? 


A That's a different question than you have be- 


| 
| 
by the exchange for the assistance of McDonnell's : 
2 ‘ 
asking me. 


Q What is the answer to this question? 

A Could I hear the question clearly, please? 
MR. BEEBE: Read it back, please, | 
(Question read) | 

That was my original question to you. 

I'm sorry, Io still don't understand that question, 


THE COURT: Keep reading. 


(Next question read.) 


| 
| 
| 
| | 
| 


THE CORTE If I could, in the interest of saving 
tiwe, bring us up to a point. Mr, Bishop said that not 


all the money that came into the trust fund came in directly 


THE WITNESS: yes. 


t 

from the members, Am I correct on that? shel | 
- | 

THE COURT: Explore as to the source of the: money | 


that did not come in directly from the members, 


NR. BEEBE: I am trying to get tat the magnitude 


& 


e¢ the thing, your. Honor, 
THE COURT: Ask where it came from. 


Any time is convenient for you, 1964, 1968 


’ 
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THE COURT: Lat's just take his answar. He said 


some money didn't come in directly. 
Where did the money come from then? 
THE WITNESS: About a third of the revenues.. 
of the exchange com from th? Listed companies of tha 
exchange. Now, that ds pe - taat did not come from member 
firms. Some of that jncome from the listed companies 
flowed through the exchange to the special trust fund. 
THE COURT: Listed companies, Sy that you mean 
the companies hase stocks ware traded on the exchance? 
THE WITNESS: yes. They pay iid fees to 
the exchange. 

Q Following up on his Honer's question, what 
portion of the special trust fund was funded by on-member 
sources? | 

A I can't tell-because it would all be indirect, 
flowing through the exchange. 

Q Is it fair to say that a substantial portion - 
of the special trust fund coms from sources from the 
member firms? 

A Yes, flowing through the exchange, of course, 


Q . I am talking about the ultimate source was. .- 


; the member firms; is that right? 


, 


A The exchange's revenue sources to a considerable 
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extent come from member firms. As a matter of fact, 
a major source of those member firm incomes come from 
custorers of those member firms. | 

Q I am not going to pursue that any further we 
we will get back here into the courtrocm. 

Sir, Exhibit 83 is a statement entitled "Statement 
of facts, October 22, 1970." There was sone discussion 
— that this morning. Do you still have a copy of 
thai in front of you? I will give you a copy (handing). 

MR. BROOKS : That's the one wit the coffee stain 
on it, 

MR. BEEBE: You are right. 

Q My question is in. regard to Rule 342 pertaining 
y to super vision and control whith, according to this mie 
of facts by the Department cf Member Firms had been violated, | 
could you describe when the failure to supervise began? . 
A Probably around the time of iieieiaieile of Mr. | 
McKay. That's a difficult ene to answer, but probably. | 
| Q Well, you did answer it once before in the | 
deposition, and I am going to read that to you again. Page | 
63. 


You have had a chanca to study this deposition 


| 
@ before today, haven't you? | 


2, I read it about four weeks ago. 


SOUTHERN DISIKICT COURT REPORTERS. US. COURTHONSE | 


Fi. Take MLW Yece 


rdhil Bishop~cross 
Q Page 63. 
“Q “Yet you do feel it was clear that McDonnell 
was having a problem in supervision? 
“Mr .Brooks: When? 
“Mr. Dissick: The same period. 
“Mr. Brooks: The same period covers five 
years the way you are defining it. 
“Mr. Dissick: “That's right. 
“A No, I do not think they were, say,until 
apparently with the death of Sean McDonnell it started 


in ones area, and with the death of Mr. McKay, another one." 


Is that right? you gave that answer under oati: 


back in 1973, didn't you? 

A I think that I have refreshed my memory better 
now. on those events than I had done. So I will stick with 
my present answer, I think that's what my recollection 


was at that time, 
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Q And after you gave your testimony under oath 


there eae a time when this transcript was handed to you 
and delivered to you for review and Signature; isn't that 
true? 

A That's true. Well, I'm not really sure, 
but it's customary. Probably. 

Q You swore to this on March 6; 1975, did you not? 
1975 I emphasize; is that right? 

A Well, I'm surprised that it's so recent. 
But I didn't do side refreshing of myself ---let's see, 
March 6, 19752 I don't think I had done any refreshing 
of. myself before I read this. So I stick with my 
Previous answer. 

is) Wat was it, sir, hetween APYEL U7 8; 
March 1975 ar today, May 15, 1975, that you dia wile 
refreshed your recollection and changed your testimony? 

A I have read the files -- 

MR. BROOKS: I object to the question, 
etic his testimony. Iithink his testimony today is 
consistent with the deposition testimony Mr. Beebe 
read. 

THE COURT: I will sustain an objection to 
‘the form of the question. 


2) What have you done to refresh your 
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recollection? 
B. I have read in the files, I have sat here 
for three weeks, I believe, and that's done quite a 
bit in refreshing me. 
Q So now you say it was not with the death 
of Sean McDonnell thatthe problem in supervision began? 
A I will let the charges stand for themselves. 


They are really the best. 


Q > that wasn't my question. 


COURT: He has already answered that, 
Mr. Beebe. 
MR. BEEBE: As long as we have it 
clear that it was not the death of Sean McDonnell 
that started this off according to Mr. Bishop as he 
sits here, I will move on. 


THE COURT: The question has already heen 


answered which triggered off this whole line of 


‘tnquirxy,. 
Q When did Sean McDonnell die? 
A In the summer of 1968. 
Q Did the stock exchange divide capital 
contributors into two groups; that is, active participants 
, in the company and inactive ones? 


MR. BROOKS: I object to the question, your 


rdr3 Bishop-cross 


Honor. Divided into two groups for what purpose? 
MR. BEEBE: For any purpose. 


THE COURT: Overruled. 


A For some purposes, yes. 


ee ene <enmeneien ee ere. 


fe) Were the active mes required to apply for 


allied membership? 


A i dont think T am remembering what you mean 
by the active ones. 


Q The active capital contributors. 


on ee nets wees enema | 


A No. 

QO Maybe I lost something here. 

A I have answered your question accurately. 

fe) Who is required to apply for allied membership 
in the stock exchange within this community of stock 
exchange people? 

MR. BROOKS: I object. The rules are in 

evidence and they me the best evidence of what is 


required. 


(Question read) 

MR. BEEBE: I can take the last part out, 
"within this community.” 

MR. BROOKS: I think that is in the rules 


that Mr. Beebe put in evidence as Exhibit 34. 


| 
| 
THE COURT: Read the question back. | 
1 
‘ 
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MR. BEEBE: I'm sure it is but I would 
like the same breadth in asking on cross that was obtained 
on direct. 


MR. BROOKS: I made no inquiry into this 


THE ‘COURT: Mr. Reebe, let's not make 


comparisons of that kind because I rule in my best 
judgment on each question and I'm not giving anyone 

any more latitude than I feel the law permits on any 
given question. | So it isn't a question of giving one 
side privileges I am not givino to another. I rule 

as requested on each application that's put before me. 

If you want to establish what the rules are 
asa tcendaedien to going on to something else, aaa ah"s 
simple td do it -by asking this qentleman if he has an 
awareness of it, I will permit you to do it. If. bts 
simply to put the rules to the jury, dill ae tt's they 
that you are conrerned aeet that's another matter. 

MR. BEEBE: I am trying to lay a foundation 
to go on to further inguiry in this area. 

THE COURT: I will permit you to ask whetehr | 
he is aware of the different character of people within 

_ the rules. If there is any problem, we will dig out 


the rules. 
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Go ahead. 

re) Do you have the question in mind or shall I 
repose it? 

A Why don't you repose it. 

@) Who was required in 1968 and 1969 to apply 
for allied membership to the exchange? 

A In a corporation, in a member corporation 
the voting stockholders. My memory could be 
incomplete but that is my memory. 

Q Well, I guess that leads to the next 
question of who was required to be a voting stockholder. 

THE COURT: Well, this gets us back to Mr. 
Brooks’ objection hich is) 2rtself£ set forth, =I gather, 
in written form in some place. i 

MR. BROOKS: I made no inquiry in this area 
on my direct examination. I think it's improper for 
cross. 


THE COURT’: I'm not so sure this isn't 


legitimate cross-examination leading to something else. 


MR. BEEBE: I am trying to lead to something 


Let me see 2£ Lean quickly dig Lt dut. 


I will look at yesterday's transcript 


y 


over lunch and perhaps come back to it. 
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Q Now, we have had some evidence introduced 
here about the debenture rollover in late 1968. Did the 
exchange take steps to insure as a matter of procedure 
at that time that a debenture was not counted as qood 
capital after it became due? 

MR. BROOKS: Again I object. I inquired 
not one whit about a debenture from this witness, Other 
ikeacibes have testified to it. 

MR. BEEBE: AS a party witness I am certainly 
allowed the greatest latitude in cross-examination, 
expecially in this instance. 

MR. BROOKS: If he wants to call Mr. Bishop 


as his witness, he may. 


THE (COURT: I was going to say, vou certainly 


have latitude -- 


MR. BEEBE: May we approach the bench, your 


THE’ COURT: All eight. 
(At the side bar) 
MR. BEEBE: &s I understand it, sir, when 


you have a party witness, especially one who holds 


"himself out as being the chief party witness, the 


areas of latitude on cross-examination are extremely 


broad and one can't be held to a sharp definition 


ne ne ie SAM Nate oS sie ne 
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of what exact question and words were used on direct. 
I don't think that is right: 

MR. BROOKS: It has to be limited to the 
subject matter of direct on any cross-examination 
whether its a party witness or not. 

THE COURT: I am not aware of any such 
rule changing the normal rules of cross-examination as 
to an officer of the party. If you contend, and you-may — 
well contend, that this bears upon something else that 
he has to say, thatI will accept and I will permit you 
that latitude. But if this is just going off into a 
subject that you are developing on your own at this point 
to build your own record, I see no reason to do it on the 
cross~examination, particularly where the plaintiffs - 
case here was the better part of two weeks. 

This gentleman could have been called or’ 


you ceuld have read his deposition as part of the case 


and then Mr. Brooks would in the normal course be 


desiine with your case. But now on the cross-examination 
of his last witness, if you are injecting an element into 
this which is really in the nature of some direct proof, 
I regard it as inappropriate. 

I do want to say, Mr. Beebe, we are getting 


down to the tail end here and a lot of things this jury 


SOUTHERN DI! TRICT COURT REPORTERS, US. COURTHOUSE 
FOLEY “PIARE NEW YORK NY -- 79t-to20 


rdarg Bishop-cross ; 2099 
has heard over and over and over again from one source 
or drowher: You are not the only one going over. 

Mr. Brooks has had his share of making sure everything 
gets known around here too. There are a lot of things 
we just don't need to go into again. 

MR. BEEBE: I certainly am not going to 
bring out unnecessary matters that have heen already 
put to bed. I was under the same impression as your 
Honor, that we had made it very clear that the source, 
for example, of the trust fund was traceable back to, 
in one way or another, to the members. When we turned 
to Mr. Bishop he denies it and I page to eal ie the 
deposition and bring it out again. 

: If this man tells me, Mr. Bishop tells me. 
you have to put your questions exactly so, so and so, 


will have to do it. I have no choice. 


As far as bringing this out now. or on 


rehuttal, certainly I can call him on rebuttal and he 
iit be my first witness and we will have an overlap. 

THE COURT: There is no rebuttal because you 
went into this with Mr. Arning, Mr. Schuette. 

MR. BROOKS: Mr. McFlroy. 

MR. DUBIN: He is the chief executive officer 


? 


of the party. 
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THE COURT: It waS open to you to call him 
as your witness or open to you to read his deposition, 
Mr. (Dubin. 
MR. BEEBE: I think they brought out testimony 
on their case on rebuttal which attempts to refute 
some ofthe points I am going to be going into with this 


witness. 


MR. BROOKS: When those come up we can talk 


about them. We are talking about the debenture and I 


didn't mention that. 

THE COURT: I am prepared to give yousome 
latitude here. ; 

MR. BEEBE: I won't take much. 

THE COURT: I was in the service in World 
War II and out in the Pacific and we had hombed this 
one airfield and bombed it and bombed it and finally 
the fellow who was in charge of the shneookaowis 
division, he saia "Please don't qo there any more. 
We have taken pictures of both sides of the airfield 
bombed one wav and bombed the other way." 

MR. BEEBE; ‘Yes, Sir. 

THE COURT: All right. 

(In open court) 


MR. BEEBE: I believe there was one pending 
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question in this area. 
COURT: You go ahead and put this line. 
BEEBE: Shall I pose it once more? 
COURT: Yes. Let's go forward 

consistent with our colloquy at the side bar. 

Q Did the exchange take steps to Sawnien asa 
matter of procedure in -late 1968 that a debenture was not 
counted as good capital after it became due? 

A There would come a time when we would. 

I'm not sure eae it would be immediately. When the 
next Finawei wt questionnaire came in, if it listed 

a debenture that our records showed to have expired 

I think we would have noticed it then. 

Q Did the exchange make any attempt to 
verify what McDonnell & Company told to Mrs. Anna 


McDonnell, one of the plaintiffs in this case, or Mrs. 


Murphy in late January or late February 1965? 


A NO occ. 

‘MR. BROOKS: I object. It hasn't been 
established that the exchange knew what, if anything, was 
told to these two ladies. 

: THE COURT: I will permit the answer to 
, stand. No matter what was said to them, I take it, if 


anything, you did not investigate that? 
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THE WITNESS: Correct. 
.@) Sir, there came a time when McDonnell § 
Company issued a press release in about August 1969, 


Do you recall that? 


A I have heard it spoken of at this trial, 


2 Doi vou ‘recall it)/from prior to this trial? 

A Yes. 

Q Did you see that press release after it was 
sent over by -- Beeds in press release form, after it 
was sent over by McDonnell & Company? 


A Yes. 


MR. BROOXS: T am not sure I understand 


what he means in press release form. DO you mean 
before it was published? 
MR. BEEBE : Before it was published by the 
newspaper. 
THE WITNESS: I didn't understand that. 
Q Did you see it before it was published in the 
newspaper? 
A © don’t recall that. © don't knows 
0 Did you see the press release that McDornell 


.& Company issued? 


A I have seen the one that was in our file, yes. 
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Q I mean at or about the time it was issued, say 
August 1969. 

A I believe I did. : 

Q I show you Exhibit 60A in evidence, ara a 
better cony, nd ask ved fromthe better copy if you can 
make out your B above Fred Stock's initial underneath? 

A Yes, I do. -- 

Q Were the statements in that press release 
accurate at the time you received it? 

MR. BROOKS : Your Honor, I don't know that 
there is a foundation for this witness to answer that 
of his own knowledge. 

MR. BEEBE: It was examined in the 
deposition. He answered at that time. 

THE COURT: I will overrule the ohjectinn. 


I will sustain the objection to the form 


. 


of the question. You mzy ask him what he knew about the 


release at various times. 
Q . Did you know in August 1969 wiether 
that press release was accurate? 
MR. BROOKS: Same question, same objection. 


Q Or do you know of anything that was 


_inaccurate about it. 


THE COURT: Sustained as to all ef them as 


Bishop-cross 


Having had a chance to review that, sir, 


before today and as you sit here now, can you recollect 


what in your mind was your reaction when in 1969 you 


received that press release? 


A No, I cannot recollect it. 
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Q Are there, sitting here now reviewing it, 


based on what you know now, are there any misstatements 


in that press release? 
MR. BROOKS: I object. 
THE COURT: Yes, sustained. 
Q What did the stock exchange de after receiving 
that press release on August 1, 1969? 
A I don't recall -—- 
TRE COURT: With regard to the. release? 
ER. BEEBE : Yes. 
ie I don't recall having dann aah, 
Q Do you recall if anyone else at ‘is stock 
exchanges did anything after receiving that release? 
: A No, I don't have any recollection. 
Q Do you recall from earlier testimony that a 
newspaper article appeared the next day? 
A I believe I didi a clipping of it in our file. 
Q Containing substantially the \ same things that 


were in the press release? 


A I think it went a long way beyond the press 


Well, we have it in evidence. 


Your Honor, I think I will object. 


slh2 Bishop-cross 
This inquiry about’ the press release is both beyond the 
scope of the direct examination and it is xvepetitiva of 
the testimony of a number of witnesses we have heard before 
on this press release, 

MR. BEEBE: I don't believe this is repetitive 
in the sense that we have been trying to find out what 
actions were or were not taken whén the:excnange had or 
didn't have certain knowledge, and that issue was very ee: 


and thoroughly raised. 


THE COURT: I am going to sustain the objection 


own case for this purpose. 


t 
t 
along this line. You could have called Mr. Bishop on your | 
| 


If you find that it is irrelevant you may call 
him thereafter. PU aba sa) 
MR. BEEBER: Very well, sir. 


THE COURT: I sustain the objection. 


4 
a ; 


BY MR. BEEBE: 
Q Were you in ites in 1968 of the arbitrage area? 
A There wasn't any such area as the arbitrage area. 
Q Did you know anything about the probiem of. 
arbitrage in 1958?. : 
A Yes. 


Q Did you know anything about arbitrage in early 
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MR. BROOKS: Your Honor, is this a question in 
general ex: doen it relate to the arbitrage problem we 
have in this case? 
| MR. BEEBE: It is directly related to the arbitrage 
problem of McDonnell & Company. 

A I have not been answering it on that basis. I 
have been answering the questions. 

Q Did you know anything about the arbitrage problem-+ 
well, Y will ask it broadly: Did you know anything about 
how arbitrage was handled in early 1968, not limiting it 
at the moment to McDonnell & Company? 

A Iwas fairly expert with arbitrage. I have been 
familiar with it for many years. 

You haven't asked me any questions about 
McDonnell. 

‘THE COURT: He will. Just be patient. 

MR. BEEBE: I think I mentioned that I will never 
refuse a reasonable offer, 
BY MR. BEEBE: 


Q Did arbitrage first come up as a problem with 


McDonnell & Company in 1966 or thereabouts? 


A Our files indicate that. 
£ Q Did you know anything about the problem at 


ti 


McDonnell & Company between then and early 1968? 
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I don't recall that. 
“re I suggested you were a little firmer in your 
deposition, might that refresh your recollection? 
A Let’s try. 
Q Answer on page 187: ia 
"70 the best of my knowledge I knew nothing 
about this problem at t at time." 
MR. BROOKS: That is exactly what he said here, 
your Honor. 
A That was ty-recollection then and that is my 
recollection now. 
Q I think that is slightly stronger. 
THE COURT: It is the jury's determination tha> 
4 will govern, and it is their duty to make such determinationd. 
BY MR. BEEBE: 
Q There has been some testtimony about exchange 
constitution article 13. Do you recall that? bes 


A I recall that it has been mentioned. 


Q And was one of the purposes of amending article 


measures for severe operational problems? 


A That has a familiar ring but I don't think it is 


exact. 


’ 


Q Well, it may have a familiar ring, becausa in 


| 
‘ 
i 
13 to strengthen the exchange's hand so that it could Kieata | 
| 
| 
1 
| 
| 
' 
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answer to a question ca this subject in your deposition on 
page 219 you said: 

“I think the most signiiicant thing about it says 
at the end of page 5 just the existence expressly Sibadiliein 
I think that should be “express powers to suspend would 
strengthen the hand of the exchange in imposing measures 
shert of suspension and member organizations suffering 
cee operational problems,” 

A I knew it wasn't exact because this is different 
as you said it before. 

Q. Well, this was your testimony, wasn't it? | 

A Yes, that is what my testimony was. 

Q Did the exchanges use that provisien& any time 
in 1968 and 1969 to suspend McDonnell & Company? 

A I don't believe that's what you just read. 


We did not suspend McDonnell. 


Q Your answer is that you did not suspend McDonnell? 


A That‘: correct. 
THE COURT: Mr. Beebe, will you be going on to 
another subject now? 
| MR. BEEBE: Several, sir. 
THE COURT: Very well, we will take our luncheon 
recess until 2 o'clock. 


(Recess to 2 P.M.) 
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(In the courtroom in the absence of the jury.) 4 


THE COURT: Come up to the bench, gentlemen, 


THE COURT: I just wanted to disclose that 


| 
(At the bench.) ot ite 
certain members of the jury invited my bailiff to lunch | 
with them and he accepted, which I told him in the future 
he should discmurage. He Bays they only talked about . | 
eibsiie of food _ things of that kind, but I thought Bi | 


should make it a matter of record. 
MR. BROOKS: We would have no objection to that, | 
THE COURT: No problem with that? 


MR. BEEBE: No problem. 4 | 


THE COURT: Next, I am very troubled by this 


juror number 4 who has been increasingly observed by me to 


be dezing. Since the first day when you spoke to me about 


this I have observed myself; I have seen it happen from 


time to time. 


This is a very congenial jury, I learned through 


my law clerk. They brought in food and they brought in 


coffee making equipment. It is the only jury I aver had 


where for three weeks in a row everybedy was here on the 


Second; it is a very collegial kind of jury, and therefore 
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I am concerned a Little bit if I excuse har, which there 
would appear to be grounds for, about whether this would 


cause soma dislocation, perhaps, in the relationships 


in the jury. 


On the cther hand, it would appear from what 
I have observed, and perhaps wouat you gentlemen have ob— 
served, she has not really been attentive enough to 
Shiites perform her duties. 

Now, what guidance do I get from counsel? . 

MR. BEEBE : May I make a small suggestion, in 
terms of the personal relations of tha human beings here 
involved, since we only — a day or so to go before 


summations, that after the factual cases are in on both 


sides, perhaps that would be an appropriate “ime to do it 


if these observations continue. 

THE COURT: Well, let's see how we feel when we 
get down tu the end. I am a little bit disturbed at what 
I have seen thus far, ‘sok = it is not with all the good 
will in the world, and tais is not the typical kind of a 
case where somebody is sieeping beacause they want to sleep. 
X feal this woman just has net been able to keep her attenti 


Ups 


MR, BROOKS: It may be she is working at her normal 


job in the evening, 
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THE COURT: No, X gather not. My clerk tells .2m 
that she is not. . 

MR. BROOKS: It is a boring case. or 

THE COURT: Certain aspects of it I am nee 
for certain people would have a certain tedium. Let's put 
it that way. : 

MR. BEEBE: Personally I found it fascinating 
but I could sympathize with that view. 

THE COURT: Well, unless you have thoughts to 
the contrary I would be inclined to excuse her either 


at the end of the day or on Monday. 


@ 


| 
| 
: 


MR. BROOKS: I don't have a thought to the contrar 


MR. STEIN: I agree with your Honor; I think she 


should be excused. : rece 


THE COURT: Mr. Beebe, what ia your thought? - 


MR. BEEBE: I think tr would go aleng with that. 
THE COURT: All right, X think I will do that. 
either at the end of the day or the first thing Monday 
morning, probably at the end of the day. 
All right, bring the jury in. 


(The jury catered the courtroem.) 
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{ ROBERT M BIS H OP, resumed. 
MR’, BEEBE: One prefatory word. 


I thought before the lunch hour we wete going 
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to resolve at the lunch hour the question of those SEC 


files. 
How was that left? ii 
THE COURT: Well,’ let's take it up during the 
break. 
MR. BEEBE s All right. 
CROSS EXAMINATION CONTINUED 
BY MR. BEEBE: 

Q Sir, in 1968 was there a comaittee on which you 
were on at the stock exchange: known as the Restriction 
pematees? ‘ 
| Yes. 

When was that set up? 

Probably pane 1968. 

And you were a member of that? 

I was appointer and its chief.- 
Appointer? 

Yes. 

It was your comitens? 

It was my camittee. 


" What was the purpose of the committee? 


ae i ee ee ee ee 


It was to counsel me on what firms we would put 
on restriction, and, if so, what restrictions. 


Q Would the subject of McDonnell & Company from 


msc a Sm i tn cate ey 
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time to time cross the agenda of that committee in 1968? 
A ‘x don't recall any reason: why it should have been 
Q McDonnell & Company was placed under restrictions 
in April, was it not? i: 
A Oh, I don't believe I had set up that committee 
at that time. 
Q Ym maintained a diary, did yainct, in 1968 and 
196 9? 
A X don't think that is a very good word to call it. | 
I kept a calendar of appointments. | 
MR. BEEBE: May we have those? | 
MR. BROOKS: yYes.We have produced these diaries 
for you. 
BY MR. BEEBE: 
Q Here is 1968. I understand there are matters in 
here not pertaining to McDonnell & Company, and I just 
wat to use this to refresh your vecekuekian. | 


MR. BEEBE: So let's just mark it for identification 


for a moment. | 


(Marked Plaintiffs’ Exhibit 95 for identitiontion.} 
Q Now, just to give us a frame of reference, as 
I recall Lybrand started the audit on or about Cctober 31, 
1968. 


Will you turn to the page of November 6, 1968? 
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Yes? 
“Phere is a reference in there to a Lybrand meeting 
That is correct. 
Q Was McDonnell & Company that Lybrand was in the 
process of auditing at that moment discussed at that meeting 
| A I have no reason to think that it was. 


Q Looking @ the. people who were in attendance with 


you at that meeting, according to the initials in your diary 
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would that “indicate to you that Lybrand may have told you 
Z someching about McDonnell & Company at that meeting? - 
: A No. 
Q Was Mr. Schuette the coordinator at McDonnell 
& Company at that time? 
A Yes. | 
Q Did the coordinators keep you up to date on 
problems of member firms in general? 
A Yes. 
Q There is another nhs on November 25th with 
I ketcmnd. 2b aegh “tqhened peeps & e'edeuk tn the ofteenem.” 
Was McDonnell & Company discussed at that meeting? 
MR. BROOKS: Your Honor, I cbject. It is beyond 
the scope of the direct examination. 


MR. BEEBE: Well, the subject of McDonnell & 


| Company's audit in 1468, McDonnell & Company's problems late | 
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in 1968 are all--- 
‘THE COURT: Yes, I will overrule that ede eae 
Go ahead. 
A I have no reason to think so, from this entry. 
Q Did you receive any indication directly or 
indirectly from Lybrand that Lybrand was going to find 
McDonnell & Company in violation of the net capital rule 
a you received Lybrand’s audit in January, 19697 
A I believe it is a couple of days earlie , 
Q No earlier than a couple of days, is that your 
testimony? 
A It might have been three. 
Three days earlier? 


Yes. 


In atty case, no earlier than, say, the 10th of 


Wo, I think it was the 9th. 


i 
| 
| / 
| 

| 


What did you hear on the 9th of January? 
I don't remember what I heard. I know there is 
a memorandum indicating that there was some conversation 
on the 9th. 
Q There has also been testimony that a Mr. Carlan 


got the word to Mr. Schuette some time before that? 


es AeA NRC MI oe RTE ROS ne 


A I don‘t think you are correct. 
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Q There has been testimony to that effect. I am 
just asking you -- 
A If there has been I think it is inaccurate... | } 


MR. BROOKS: I don’t think there has been ndiitincens | 


i) 


to that effct your Honor. | 


MR. BEEBE: Well, the record will speak for itself. | 


i 


BY MR. BEEBE: “ | 
Q Did you hear from Mr. Schuette orally before 


Jenuary 9, 1969, that there was an indication that Lybrand 
might find a violation? 

A . I have no ibe tee of that, but there is 
nothing in our file to indicate it, if our file indicates 


that tkat is incorrect. 


Q I‘m sorry, you say your file indicates that that 
is incorrect? 


A That is what I said. 


Q I am talking about an oral conversation. 


was the first tims on which we had that kind-of indication. 


Q You didn't hear anything before that, is that 
right? 


A I said tI can't recall. 


| 

| 

A The January Sth memo indicates to me that that | 
| 

| 


Q While you have . that in your hand, December 5, ,.. 


1968, meeting with Mr. Schuette. How — 
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A Just a minute, I don't see any meeting, with 
Mr. Schuette on December 5th. a 
Q The Restriction Committee. Could you’ tell us 
who the first initials represented? Wy 
A It says THS. That is Thomas Shilson. | 
Q DO you know what the Restriction Conmittee pen 
on December Sth, whether.it included McDonnell & Company | 
wn not? 
A No, I do not. | 
Q Now, the next page, sir, right next to the one 
you have, December 6th, “Rest.-iction Committee"; then it 
does have Mr. Schuette’s initials, does it not, HES? . | 
A I think that is probably so. | 
Q Now, did you discuss the McDonnell Company with 
Mr. Schuette on that day? 


A I don't know. He handled many other firms too. 


coordinators in to report on their firms, so he was probably 
reporting whoever we knew had a problem at that time, and 
I don't believe we knew that McDonnell did. 
Q Did you yourself mintain at that time a file 
of officiel wamoranda of correspondence, your official 


filing system? 


A Having to do with McDonnell? No. 


| 
| 
| 
| 
I believe it was our practice then to have different | 
i 
| 
| 
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Q Having to do with what your functions were, 
yar duties at the stock exchange . 

A We had a little miscellaneous material in .. 
my file. Most of it was in the central records or in. 
the member firm's department files. 

Q Did you also maintain yourself a private personal 
file at that time? — aj 

A Ga what? 

Q 1968, 1969. 

A Yes, I had my income taxes and other matters. 

Q Did you also have in your private personal file 


matters relating to telephone calls or meetings, notes, 


I probably had some fragmentary cones. 
What have you done with those notes since 1969, sir} 
I don‘t know which ones you're taiking about. 
Q The personal notes that you maintained on an 
informal basis, I-assume -- 
MR. BROOKS: I object to this. He is making the 
witness his own and he is taking a fishing expedition as 
to documents that are not in evidence. 
THE COURT: Where do you expect this to lead, Mr. 
Beehe? 


MR. BEEBF:: I don't expect it to go very mch 


. 
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further at all, just to fir: ut if these documents indeed 
exist and are they are. 

MR. BROOKS: This is discovery — : 

THE COURT: yes, and this is not the time for 
discovery, at the trial. Now the location of his persone’ 
records is not relevant. 

MR. BEEBE: I submit that if personal notes also 
hatlant meetings that he had that bear upon McDonnell & 
Company, they are-- 

THE COURT: you didn't ask him that. Ask him that.’ 

MR. BEEBE: Very well. 1 

BY MR. BEEBB: 


Q Included in those records were there any notes 


and 1959? 
A I doubt it very much. 
MR. BROOKS: Your Honor, I thought the question 
was to be directed with respect to McDonnell & Company. 


THE COURT: I understood that. 


| 
| 
of meetings you held in your official capacity in 1968 
i 


Q But, in any case, you doubt very much that there 
would be any notes pertaining to your official functions 
that you have maintained apart from official records; is 


that your testimony, sir, as you sit here? 


* 


A There might be some but I don't think on McDonrell. 
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You are not sure? 

A : I am not positive we have searched tien to 
find McDonnell items and we didn't find any. 

Q You have already searched them then? 

A Yes. 

Q Yesterday, you were asked about the reporting 
methods of the department of member firms. You said 
the staff usually visited once a year. Could the staff 
of the department of member firms visit a member firm 
more than once a year if it so desired? 

A Yes. 

Q Could it visit as often as it deemed 
necessary? 

A ton. 

Q Could it make as thorough an examination of 


a member firm's books and records as it deemed necessary? 


. 
e 


A Yes. 

Q You also besti ties asto the SOQ, which I 
believe are reports submitted by the member firms to the 
department of starting in early April, 1968; is that - 
right? 

A I think I did testify somewhat as to that. 


Q Did the examiners customarily analyze the 


%. 
‘, 


$0Q's when they were sent to the department? 
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When th2y were sent to the department? 
To whom were the SOQ's submitted? 


Oh, when the SOO's were sent to the department. |! 


(9) What was done with the SO0O's after they 
were submitted by the member firm? 

A They were teeked at by the coordinator's 
staff. 

Q And did the coordinators make their own 
analysis of the information furnished by the member 
firm? 

A I expect you would say that one way or 
another. 

Qo Did they reach their own conclusions con- 
cerning the validity or invalidity of the information 


furnished to them? 


A No, I don't think they could do that. 


Q Well, what analysis did they make of the 
S00's pertaining to the net capital in 1968? 

A there was practically no information on net 
capital in the SoQ's. All there was was five fiqures 
The net worth and the ratio and proprietary positions, 

I think you couldn't do any analysis from those figures. 


Q When you say the ratio, the ratio of what? 
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A Perea indebtedness to net capital. 
Q : Did the coordinators or examiners or anyone 
else at the New York Stock Exchange turn over any of those 


figures to the Securities and Exchance Commission in 


Yes. 
And yesterday e 
Are we still talking about McPonnell? 
We are talking about practice at the time. 
Okay. 
X¥ am including McDonnell in the question. 
Yesterday you testified about arbitration 
proceedings at the New York Stock Kien: How is the 
New York Stock Exchange arbitration panel composed? 
A It depends on between whom the disputes are. 
If the dispute is between personnel and a member firm 


or an employee with a member firm, then it's heard by 


a panel of five people from the securities business. 


Q Could I take it to the other supposition. 
Let's assum it's not an employee but it's semeone 
who is, say, a subordinated lender. 
A Then it's heard by a mixed panel who I think 
,are three people from public life, you know, citizens, 


- and two people f the member firm community. 
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Bishop-cross 2124 
Q Xs it a pinek somewhat like the array of a 
jury that has been selected and then out of that is chosen 
by lot the member of the particular board of arbitrators? 
A Yes. The two parties have a chance meg) 
disqualify people on the initial panel given to chen, 


and then from the remaining ones they are selected. 


Q Now, you mentioned that two people are from 


the securities industry and three from public life on 


the final board. Isn't it true, sir, that the chairman 
of the board of governors of the New York Stock Fxchanqe 
selects everyone in both panels from which are drawn 
the final board? 

, A Well, I know what you are driving at. That's 
not exactly literal though. , 

Q All I'm driving at is a question and answer. 

A There are panels of maybe two or three hundred 
people on each ek dil are people who ‘have been 
accumulated over the years who were -- the constitutional 
provision is they are nominated by the chairman to the 
board to serve on the arbitration panels. 

Now, in fact the chairman doesn't know 
those people in most instances. They are people the 
staff has gathered from various and sundry sources as 


worthy people. 
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Q The New York Stock Exchange selects the panel 

- from which the arbitration board is drawn; is that riqht? 

A Right. 

Q You testified about the April 1968 restrictions 
along the lines that they were merely designed to shock 
McDonnell & Company. 

Did you ever note that thought, about shocking 
McDonnell & Company or anything along those lines, in-a 
memorandum? 

A I dia it in the letter to Metionned? as I 

. testified yesterday. 

Q Apart from the letter to McDonnell is 
there any other memorandum that would reflect what vou 
testified yesterday about what was in your mind? 

A I don't know of any. 

Q You also testified to the effect that things 
improved after thoee restrictions were removed 17 days 
later, at first. 

- I don't accept your characterization of my 
testimony. 

Q Did things improve at McDonnell & Company 


after the restrictions were removed in April? 


an Their explanations of what they were doing 


f. 


improved. I am uncertain at the moment as to' whether 
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in the 17-day period the situation improved. I advent 
know iat we had accurate reporting as of those two 
dates. ' 

Q I am talking about following the removal of 
the restrictions, did things at McDonnell -- 

A I misunderstood. Now what's the question 
again? 

re) Did things at McDonnell & Company improve 
after the restrictions were removed? 

A a 

Q Did McDonnell and Company need to have 
restrictions reimposed shortly thereafter, I mean ina 
matter of two months , three months? 


A No. 


Q McDonnell & Company put ‘voluntary restric- 


tions on itself ir July 1968, didn’t they? 


A Yes. 

a) Was that something that the exchange en- 
couraged? 

A Yes. 

Q Were. those voluntary restrictions in writing, 
in the form of a letter or something like that? 

A I'm quite sure they were. Y believe we had -- 


well, we had a letter that referred to it, yes, sir. 
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As having come into us as an attachment, I believe, 
and I think we had probably had it earlier. I think 
they were reminding us at thattime. So I think yes. 

Q Do we have that document available? 

A I think it's one of the exhibits. 

Q The later one is but is there one in July 
as an attachment or directly? 


A I don't remember that. 
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MR. BEEBE: Are you aware of such a thing? 
MR. BROOKS : I don't remember, Mr. Beebe. 
It could be there or it could not. 
_ MR. BEEBE: I am just not aware of a 
writing in that July period. 
Q ees mentioned arbitrage, not arbitration but 
arbitrage, yesterday, and we have marked some exhibits, 


one of which was added yesterday, LLL, concerning this 


subject. 


The exhibits go, I believe, from Auqust 28, 


1968, maybe as far back as Auqust 20, 1968, Exhibit 73, 
into October on this subject. And yesterday's Exhibit 
LLL was dated September 4, 1968. How long had 
McDonnell & Company been a rights specialist at the 


New York Stock Exchange? 
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For many years. I don’t know how long. 
Decases? 
A It might have been. 2 
Q It might have been going back into the teens; 
is that right? 
A I don't know. 
Q Had it ever needed loca McDonnell & Company 
ever needed a spec‘.al interpretation under rule 325 
beforethis time in connection with its arbitrage 
transactions? 
MR. BROOKS: I object to the form of the 
question. 
THE COURT: Sustained as to form. 
Q The last exhibit —e referring to in the 
series is Exhibit 32, which is dated October 24, 1968. 
Let me rephrase that queation. Before 
August 1968 had McDonnell & Company ei hile or 


requested any position be taken by the exchange with 


regard to arbitrage and McDonnell's compliance with 


rule 325? 
A I believe they had. 
Q Do you know when that was, sir? 
What I remember is 1966. 


What occurred in 1966 in this connection? 
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A I believe it was not resolved. 

Q ; Well, I take it from that that McDonnell & 
Company requested that arbitrage be included at the 
trade date in 1966 and the question was left dangling 
and never concluded by the exchange; is that what you 
mean by not resolved? 

A Well, I'm net really sure. TY don't know the 
1966 aiiiiilae very well. 

Q Was there a particular stock issue in the 
1968 incident thactriggered this request by McDonnell & 

es 

A I believe that an examiner as of a particular 


Gate was concentrating on a particular security, hecause 


i 
| 
| 
i 


that's what happened to be expiring at that time, but I 
may be wrong. 

Q Was it a general interpretation that they 
were seeking to reply to all situations nei occurred? 

A I think that's what they were seekinc. 

Q There is mention in some of these memos, 
at least one of them, concerning this thata suggestion is 
made that McDonnell & Company obtain more capital. How 
would the obtaining of more capital relate to their 
_arbitrage interpretation? 

A Well, they wouldn't need, they could get 
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rdrlo Bishop-cross 2130 
along with less capital if the other interpretation 
were given. 

fe) And the obverse is also true, that if the 
favorable interpretation is not qiven they would need 
more capital; is that correct? 

A Yes, at times. 

Although I'm not sure that you had the opposite 
there. I think you have given me the same thing twice. _ 
Perhaps I wasn't listening hard enough. 

Q Yesterday, sir, -- 
A Perhaps I ought to havethe last question read 

THE COURT: Let's do that. Let's have the 
last question and answer read back. 

(Question and answer read) 

0 I did have it right, I think. 


A Yes. 


Q Yesterday, there was testimony and questioning 


about Exhibit 35A, which is a memorandum from yourself 


to Mr. Schuette dated November 7, 1968, typewritten 
memorandum. Do you recall that (handing)? 

A Yes. 

0 Do you want to hold on to it and I will aet 


another copy? 
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Yes. 


ie anni tli de th a tan a eC tS 


You mentioned in your testimony yesterday 


ag 


that you had heard that seven or eight vice presidents 

had left since the death of Sean McDonnell and you thought 
they wre "producing vice presidents." What made that 
thought cross your mind at that time? 


A I didn't think they would have that many in 


the operations area for one thing. 


Secondly, I thought I would have heard about 


it if they had en in the operations area. i think 
something what whoever told me led me to believe they 
were producers. 

Q What was the source of your information, 
was it a rumor or a firm source? 

A I haven't been able to remember that. Z 
have been puzzling about it and I can't rememb er who 


* 


told me that. 


Q Is there any reason why you didn't make any 


notation in the memo that these were producing vice 


si te haiti tachi: sats a tn tance 
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presidents? 
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A No. 
Go . Was the reduction of business for McDonnell 
,& Company a good idea in November 1968? 


A I wouldn't quarrel with the firm's decision 
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if they decided to do it, which I quess their restrictions 
did in a sense. 

O You testified yesterday that having these 
seven or eight vice presidents leave might help in 
reducing *:e amount of business. In 1968 when vou wrote 
the memo did you feel that was a good thing to have happen 
for McDonnell & Company? 

A I don’t think I was thinking of that when I 
wrote this memo. I think I was thinking more of 
dissension within the officers of McDonnell. 

Q Could you explain that? 

A I’ was worried about whether their team was 
breaking up, with Sean having left. 


QO What would be the consequences of their team 


breaking up? 


A Lessen leadership in their sales efforts and 
their other control of the firm. 

Q It would hurt iinet aia is that what you 
are saying? 

A Not necessarily. You have to look into what 
vice presidents and what replacing they would bring in. 

Q Could it reduce profits? 


A Pardon? 


Would it reduce their profits? 
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Bishop-cross 
Again it depends on the people. 
Was that the kind of concern you had, 
though? 
A No. I think my principal concern was in 
whether they had an internal falling apart of people. 


Q What did you do to investigate whether or 


not your concern was warranted? 


A I was interested principally in one aspect 
of it, and that was whether it was having an effect on 
their operations, and that's what I asked Mr. Schuette to 
to look into. | 


Q When it says in this memo that you wrote, 


De ci Sunots olan onan sat ain ala tanta tes 


“their operations and ocntrol is therefore said to be 
declining rapidly," what was the basis of your making 


that statement? . 


had told me this said. That's why I used the phrase 


“said to be.” 
Q You still can't remember the source for that? 
A No. 
0 Now, apart from this little note on the 


bottom by Mr. Schuette that “The attached summaries will 


| 
A I think I was just repeating what whoever 
| 


show the progress (and lack of it)," did Mr. Schuette 


sl 
‘ 


submit anything else to you in writing later on after the 
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October MF6 and operations 9 arrived, there referred to 
in his note? 

A Well, in the first place wit are mis- 
characterizing what I received because I received all 
the attachments, toc. 

Q I said you did. 

A No, you didn't. You said vhen I received 
— paragraph at the bottom. 

MR. BEEBE: Could we read back my 


question? 


THE COURT: No. Let's go ahead. I don't 


think this is worth spending that time on, Mr. Beebe. 


Just put the question to the witness, please. 

@) what, if anything, did you receive from Mr. 
Schuette after the October MF6 and operations 0, which I 
assume desi McDonnell & Company documents, arrived at 
the stock exchange? ; 

A I don't remember that. 

QO Now, sir, yesterday you testified that 
occasionally the stock exchange had exercised article 13 
of the constitution. 

A Yes. 


.@] Could you name the occasions, please? 


In Ira Haupt & Co. we had. I thihk we did it 
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at Gregory and Company. 


Q Gregory? 


a eeenticienetn-anecinicnennc illticniets eh ithe amet co, 


A Yes. 

Q When was that? 

A I goa't remember. 

Q After January 30, 1969 or before? 

A Z can't remember. 

Q Yesterday you offered your impression that in 
late 1968 the company sas well capitalized. Was it 


well capitalized inmid-January 1969? 


| 
| 
| 
| 
7; 
| 


A In mid-January 1969, that depends on your 
point of view. : If you are looking at it from the 
standpoint of the exchange's rules in compliance with the 
capital requirement, no. 

If from a net worth standpoint, yes. 
(Pause) 


9 Yesterday, sir, when you were mentioning 
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that they were well capitalized in late 1968, which 
sense were you using, che net capital sense or the net 
worth sense? 

A. From the knowledae’of the exchange at that 
time I think both. 


10] You indicated yesterday a qreat familiarity 


die ey 
ecacnaciaensil wtih tnatintiaasililtiabisedninstarhnedl 


with the files that were involved in this matter and I 


i 
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take it you have been attentive to the testimony in the 
case so far. I'd like to show you Exhibit 60, which 
is dated October 24, 1968. It's a memorandum from Mr. 
Newman to Mr. Jones. It was in connection with this 
arbitrage question. I direct your attention to the 


last paragraph, on October 24, 1968 the last paragraph 


read, “Why don't they bring in more capital?” 


Were you aware in October 1968 that McDonnell 
& Company needed more capital? 
A No. 
Q I take it this Newman memo was not one of the 
things that reached your attention? 
A Even if it did I wouldn't have drawn that 
conclusion. 
Q Had you ever heard the suggestion befoer 
this memo that McDonnell & Company needed more 
capital? 
MR. BROOKS: I object, your Honor. This 
memo doesn't suggest that at all. | 
THE COURT: ‘Let me hear the question hack. 
(Question read) 
THE COURT: Overruled. 
THE WITNESS: Is there an open question? 


THE COURT: Yes. 
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(Question read) 


No. 


9 Yesterday there was introduced *» lLittie -— 


copy of a little handwritten note, Exhibit LLL. T show 


* 
peneeen sree etre 


you my copy. I believe that's dated September 4. I 


anal 


ibelieve you said that you had seen that at the time. 


iWho were the two parties that were involved in that 
| 


| 
jexchange? 
A Mr. Waterbury and Mr. Newman. 


Q I show you another copy of another lictle 


jnote which I believe is from Mr. Waterbury to Hank, who 


Vy believe is Mr. Newman, also dated September 4, 1968, 
pealso discussing the arbitrage question ~~ could we mark 
that? 

A I can't read that. 

Q Maybe we can get a better copy from the 
exchange. 


(Plaintiffs*. Exhibit 96 was marked for 


che, tome densi te lt, ble anea t 


identification) 
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Q Do you recognize Mr. Waterbury's initial at the 
bottom, LEW? 
A Yes. : 
Q So is it safe to assume that "Hank" was Mr. Newman? 
A we. 
MR. BEEBE: I offer that as plaintiffs' next - 
exhibit; and if a more legible copy is available I would 
be glad to substitute p ae 
MR. BROOKS: Your Honor, Mr. Beebe can read-it 
into the record, I think, without qualification that I would 
not object. I can't read this document as it now exists. 
Maybe we can find a better copy. : 
Our copy seems to be worse. 
If the Court and Mr. Beebe are willing to accept 
a copy which Miss Solomon has written in words that canfiot ’ 
be made out on the Xerox, we will make this available, and 


we have no objection to it. 


MR. BEEBE: Could I make a suggestion along this — 


line, that we use this as a practical matter based on Mr. . 
Brooks’ suggestion, and.then substitute either “he original 
or a more legible retyped copy later? 

THE COURT: Very good. 

MR. BROOKS: Why don't you read it into the record? 

MR. BEEBE: Wall, I would like to read it myself 
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first because I could not read all the portions before 


either. 

Would you mark this one in evidence. 

(Plaintiffs ' Exhibit 96 received in evidence.) 

MR. BEEBE: Now, sir, I am going to read it into 
the peenids 

This is dated September 4, 1968. 

“Once ae we state that the treatment accorded 
these positions are in agreement with Rule 325, and, 
_ frankly, I don’t seewhy we should atte ©. to change the 
rule because of McDonnell's activities in rights. 

Other brokers have the same situaticn"-- 

THE COURT: Excuse me. 

May I say that I understand that in the United 
States District Court in Honolulu that the lawyers appear 
in sport shirts open at the neck without loss of decorum 
in the court. 

I would, therefore, say that if counsel would 
like to continue this afternoon in their shirt sleeves, 
X feel it would be entirely proper given th circumstances 
under which we are working. 

If any counsel or any juror or Mr. Bishop or 


anybody feels so inclined, they may do so. The circumstances 


nth nth 5 ely stadia 


aré very poor here this afternoon. 
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BEEBE: Shani you very much your Honor. 
COURT: Go right ahead. 
BEEBE: I will start this again and put it 


all together: 


"Once again we state that the treatment accorded 


these positions are i: avyreement with Rule 325,and, frankiy, 
X don't see why we should attempt to change the rule because 
of MceDonnell's activities in rights. 

Other broSers have the same situation, i.e., 
they are long various securities at any given date which 
would have been sold the regular way and are uncleared, 
and we should give the same prescribed treatment. If 
McDonnell's activities in this area are so large that it ~ 
is necessary to get special treatment to meet capital 
requirements from them, I think they need more capital in 
their business." 

Siqned LEW. 

ME. BEEBE: 

Q Yesterday, sir, you testified that you had read 
or were aware of Exhibit LLL which is dated the sare date 
from Mr. Newman to Mr. Waterbury on this same subject. 

Were you also aware at that time cf Exhibit 9%, 
and I hand it to you again? 

A Yes -~- did yom say & that tim 
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Q At that time, the same as you testifiedas to 
Exhibit LUL. 
; A ‘I don't believe I testified yesterda that I 
saw these memos on the date of sei idan I saw them as 
+ Denkece acomwhe later, perhaps a fairly significant 
amount of time later at the time that the decision was made 
by Mr. Arning in May. 
Q The decision regarding arbitrage? 
, ee 
Q So in any case if we linked up the time of that 


decision, that would he the time when you saw those memos, 


pedi cence Al it i ncn A 


nahin Se tence Sad pris ~ 2 


or perhaps slightly before that? 


A I don't like to commit to that without knowing 


en 


what the time was. You're in the ‘right ballpark. 


a 


Q You testified yesterday that McDonnell & Company 


 wothipatass 0% 


Ss 


had been a profitable company in 1967 and for the first 
eight months in 1968; do you recall that subject? 

A Yes. 

Q Did McDonnell & Company somewhat later in 1969 


claim a tax refund, as you testified this afternoon? 


| 

{ 

| 

|! 

| 

| 

ali} 

‘ 

4 
i - 

4 

4 


A Yes -- let's see now, what year are we? 1969 
did you say? 

‘Q 1969, a tax refund for the prior year, is that 
‘¥ight? ; | 
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A I don't know what their fiscal year was. It 
would have been for a fiscal year. 
MR. BROOKS: There has been no testimony that 
the tax refund was for the prior year. 
THE COURT: Are you aware of such testimony, 
Mr. Beebe? Just that there was a tax refund; isn't that 


what the proof is? 


MR. BROOKS: That is what I recall. 


BY MR. BEEBE: 

Q Was McDonnell & Company a profitable company 
for 1967, I believe you testified yesterday? 

A I believe that is my recollection. 

Q Had it been your testimony that McDonnell & 
Company had been a profitable company for several years 
before that as well? 

A Yes. 

Q What was the basis of the tax refund, do you know? 

A I can only guess at that. 

MR. BEEBE: I may have the docurent to help us oat 
but I can't put my hands on it right new. 
BY MR. BEEBE:' 
Q You also testified yesterday as to a meeting on 


January 29, 1969, where you told McDonnell & Company to 


raise funds -- 
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Bishop-cross 
MR. BROOKS: Your Henor, I object. That is not 
the proper characterization of what Mr. Bishop said 
yesterday. 
THE COURT: Well, let's just address his attention | 
to a meeting on January 29, 1969. . 
Go ahead. 
Q You also testified in relation to that meeting, 
I believe, that the first time you learned that Mrs. Anna 
McDonnell was involved in contributing funds was a few days 


later.when you received a letter to that effect, is that 


THE WITNESS: Could I hear that question over 


again? 


| 
| 
correct? | 
| 
| 
| 


THE COURT: Yes. 
Mr. Reporter, will you a read the qe stion. 
(Question read.) 
A XI don't think it had any relation to that meoting. | 
Q Sir, you testified -- and I am quoting now from | 
page 1987 -- and this is in regard to a letter to you dated 
January 30th marked as Exhibit ccc in evidence: 
"Q If I may characterize the letter it advises you 
that there has been a deposit to the existing subordinated 
account of Anna McDonnell and a deposit to the existing 


subordinated account of Marjorie F. McDonnell. 
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Was this, sir, the first time you learned that 
there was to be or that such a deposit was in the wind? 

"A Yes. The answer, from these people, yes.” 

THE COURT: What is your question? 

Q My question is really in the nature of a swumary 
question, that that was the first time he learned that 
Anna McDonnell was the first who was making tiiat deposit. 

A That is what I answered yesterday and I still 
stand by it. 

Q When was the first time you learned that Mra. 


Murphy made a subordinated loan or was going to make a 


subordinated loan to McDonnell & Company? 


MR. BROOKS: your Honor-— 

A I don't know that I did. 

Q So is it fair to say that the New York Stock 
Exchange treated Mrs. McDonnell and Mrs. Murphy exactly 
the same way that they would have treated any other potentia 
investors? 

A I don't even think we knew they were potential 
investors. We treated them once they were investors in the 
same way we would anyone else. 

Q Before you knew it I gather that they in all the 
world of people -who might have been approached were treated 


no differently than anyone else? 
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MR. BROOKS: I object. 

THE COURT: Yes, sustained. 
Q Were they treated or were they given any more 
or less information at the behest of the stock exchange 
than anyone else? 
MR. BROOKS: I object your Honor. 
THE COURT: Sustained as to form. 
MR. BEEBE: Your Honor, may I urge that this is 
permissible cross-examination on a very important area. 
THE COURT: It is just the generality of this. 
What do you mean, at the behest of the stock exchange? 


I agree with you that this is an important area. 


| 
= | 
| 
| 
| 
r | 


Q Did the stock exchange request tha  <*hese people, 
Mrs. McDonnell and Mrs. Murphy be given any more or any 


less information than anyone else? 


A No. ag 


il i A Mia aa ee al ot . 


MR. BEEBE: I have found my income tax document. 
Q Sir, I am marking for identification and I will 
show you a letter from Lybrand -- 
: (Marked Plaintiffs' Exhibit 97 for identification.) 
Q ~- from Lybrand, the outside accountants, addressed 
te the New York Stock Exchange, dated February 7, 1969, 
Giscussing McDonnell & Company's ~- apparently furnishing 


further information with regard to the October 31, 1968, audit, 
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and I offer that as the plaintiffs' next exhibit, and . 
then I may ask a question or two about it. 
MR. BROOKS: I don't think it has been identified, 
your Honor. He ought to do that rene it is admitted 
into evidence. 
MR. BEEBE: I believe that it comes from the 
stock exchangéa's files, and there is no question -- 
THE COURT: Well, I will tell you what we will do. 
Let's take a recess at this point, ladies and gentleren, 
and I will speak to counsel for a minute about this exhibit. | 
And, Mr. Bishop, will you step outside the coor 
for a minute while I have this conversation with the 
attorneys. 
(Jury and witness leave the courtroom.) 
THE COURT: My reaction is that this Exhibit 97 


is being offered on the theory that Mr. Bishop was in error 


when he said McDonnell was profitable through the first 


eight months of 1968. 
MR. BROOKS: That is right. 
THE COURT: I doa't see how this contradicts that 
in any way, shape or form. 
MR. BROOKS: I don't see either. 
MR. BEEBE: That is not why it is being offered. 
MR. BROOKS: I don’t think it necessarily contrad 
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it for operating income for the year. 

THE COURT: Even if they had a loss in the last 
quarter and they anticipate filing a return in 1969, I 
don't see what relevance that has to the issues. 

What is it being offered for? 

MR. BEEBE: Sir, I think that my interpretation 
of chibi from the face of it is that it says they have 
a loss and they are making a claim on it, a loss for the 
year ended December 31, 1968. 

Now, we have had testimony, lots of it, elicited 
by the exchange that this was a very profitable company. 
The profits continue through the first eight months of 1968, 
and the jury may have the impression that it continued 
through 1968. There is a very clear indication here that 
it is just the contrary; that in the last four months things 
collapsed so badly that they could file for a loss for 
the entire year -- 

MR. BROOKS:.I don’t think it shows that. 

MR. BEEBE: -- and I think that's clearly what 
happened, 

THE COURT: Unless this is in some way better 
sponsored than being ‘in some way a statement of Lybrand 


as to what they intend to file for, based, I take it, on 


an estimate of the loss for the year, I: dam't see that was 
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this really is admissible, because this is a self-serving 
statement of McDonnell & Company's auditors, which is 

an estimate, and is, therefore, not before us as a statement 
of fact. 

MR. BEEBE: I have got a lot of, it seems to me, 
ammunition that this is a perfectly good decument that I aug 
up last night when we had this problem about profits or not. 
They are notes that say that the claim was filed, little 
handwritten notes, that it was filed, on January 13, 1968, 
and that it was definitely sent to the stock exchange, 
so that they had notics of it, and-- 


THE COURT: But that doesn't make it a statement 


MR. BEEBE: It doesn't make it a statement ‘of: fact? 

THE COURT: Not authenticated as a statement of 
fact. The corporation's estimate of the loss; that is what 
it says, 

MR. BEEBE: Yes, sir, and they filed a claim based 
on it, and also that claim comes very much to the fore when 
later on somehow through walking Milbank's lawyers through 
liekoese »Mass., and whatever happened, according to the 
testimony this morning, this became somehow good capital, 


i agree it is pretty shaky to become good capital, 


but that is apparently exactly what did happen, and that also 
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makes it relevant. 
. THE COURT: No, I will not allow this exhibit 
on the foundation that has been presently laid. 


(Recess .) 
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(In open court; jury not present) 

MR. BEEBE: In the course of preparation of 
this I made a request to Milbank Tweed to produce certain 
documents and received a letter from Mr. Brooks dated 
March 19, 1975, which said, in part: 


"Any document which I discovered to be in the 


files of the exchange which is in response to plaintiffs" 


rule 34 request and which was not previously produced 
will be produced _— and if we find it.” 

Vier triers I believe that since this is 
going to carry over until Monday it makes sense for Mr. 
Brooks to fulfill that and for us to have access to the 
files that the witness identified insofar as they satu 
to McDonnell & Co. for 1968, '69 and ‘70. | 

THE ‘COURT: Do I understand Mr. Brooks 
has said on the record already that except for this 
one document he doesn't know of any waa that fall 
within the turnoverable category; is that dorcect? 

MR.. BROOKS: That's correct, your Honor. 
Let me tell you how I came upon this to set the scene 
a little baeeees: On the eve of the tial Mr. Beebe 
served a trial subpoena on us seeking some general kinds 
.of letters that had been exchanged between the SEC and 


the exchange, having nothing to do with McDonnell. 
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I suspected that they were to lay a foundation for some 
expert witness, as did appear. 

I looked for those and found almost all of 
them. I did that through an SEC file. When I win -cotie 
through that file I noticed this particular exhibit which 
had the footnote about McDonnell & Company. I noted 
it because of the footnote. I pulled it out at that 
eta put it in my bag. When the issue developed as to- 
whether exchange a were the same as self 


imposed restrictions I decided that it would advance the 


trial to put that in as an exhibit and did tt. 


Pee oa eee 4 
Sten ban «Se Ll ih la at etal 


I probably a day or so late-in gqivina 
it to Mr. pasha. between the time I decided that it was 
relevant and thn time I ae fe ins Other than that, I 
recall no other McDonnell documents in those general SEC 
filed. 

MR. sini: My point is not the day or so 
later of course, my point is I believe from “r. Brooks' 
recitation from now, and also my experience with going 
through very volumjnous files when I worked on the IBM 
case and other cases, one does not go through a file 
from January through Decemher unless one is requested to 


_do so. All I'm requesting, since this witness has 


testified extensively that he communicated with tte SEC 
| 


\ 
| 
i 
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and was in regular communication, they look through 
this same file tonight or tomorrow morning and find out 
and ascertain whether or not there are any other 
responsive documents in it, because I don't think they 
did do that search yet. That's all I'm asking. 

MR. BROOKS: I object to doing that, your 
Honor. 
COURT: I gather it’s already Sinai done. 

MR. BROOKS: | I believe it has. 

THE COURT: This was the run-through that 
pulled up Exhibit OOO. 

MR, BEEBE: I think. it pulled through because 
it happened to be where he was pulling out another 
document. Not that he ran through the time period 


involved. It's hard for me to conceive that that 


file would only have one document referring to McDonnell 


& Company between the New York Stock Exchange and the 


SEC. 


THE COURT: I gather it didn't. I qather 
there were a number of others and you have already 
received them. 

MR. BEEBE: We have mt received extensive 
correspondence, if any. 


MR. DUBIN: I did the document reproduction 
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and I can state to the best of m recollection I never 


received any othet letter between the New York Stock 
fi 


J 
Exchange and th# SEC except that which Mr. Brooks 
adduced today; 
Z 
y¥MR, BROOKS:. Let me correct Mr. Dubin. 
j 


He was not even employed by Davis & Cox when the request 
was aie Mr. Becker went through the entire 
McDodnell file, which fills the floor of a room, he 
sélected some documents to copy and he left others 
a for copy. There was lots made available to that 
gentleman which Mr. Dubin couldn't have seen. That 
was the choice ofthe plaintiffs’ lawsuit. 
MR. BEEBE: I don't think that pertains 
to this particular search because it was admitted on the 
record that this’ document came from-a file that was 
not peensiets 
THE COURT: I'm not clear bees you have a 
right to do this.at this never If it's on’y a two-inch 
file, let's ée it aud then there is no question about 
failure to disclose. 
I gather that's two inches of correspondence? 
MR. amnene: If its two years, it would he 
, two two-inch files. | 
4 : 4 
THE COURT: Can somebody do that subject to | 
Le 
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somebody else's surveillance? This doesn't mean that 


you, Mr. Brooks, 


Mr. Bishop's Secretary perhaps. 


MR. BROOKS: I have to get the files from 


Mr. Bishop's Secretary. 


THE COURT: She can go through them and 


pull out anything that refers to McDonnell. 


Can she do that between now and Monday? 


THE WITNESS: By Monday Probably. 


MR. BROOKS: We will do that. 


THE COURT: Incidentally, when @re we going 


to finish the proof? How much longer will you be with 


this gentleman? 


MR. BEEBE: It will lapse a little into 


Monday and then ‘1 don't have much on rebuttal at all. 


THE COURT: You would be Prepared to sum 


. 


up late in the morning on Monday? 


MR. BEEBE: At worst Carly in the after- 


noon. 


THE COURT: That would be worse. 


it late in the morning? 


MR. BEEBE: I will bend every effort and 


trust that there is not a good deal of redirect or 


' 
what have you. 
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Can you make i 
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THE COURT: Bring in the jury. 

MR. BEEBE: Since we are aoing on to Monday, 
is it aqreeable to break on time this afternoon? 

THE COURT: We are qoing to break at ‘ah, 
A juror has requested that in addition. 
BY MR. BEEBE: 

Q Turning to the second page of Exhibit 97 for 

er eT eed do you recognize either or both of the 


two individual signatures below there? 


A... 4 recognized Mr. McKay's siqnature. 


Q He was with McDonnell & Company at the time? 


A Yes. 
Q Did you at any time receive or review this 
document? | 
A I don't ever recall having seen this before. 
MR. BEFBE: I offer this document now 
as an admission by McDonnell & Company baaring, as it 
éaes, its accountant's signature and Mr. McKay's 
signature. 
MR. BROOKS: I object,your Honor. 
THE COURT: Now, let me ask you -- I am not 
going to admit it against the stock exchange. What does 
,it prove against McDonnell & Company? 


MR. BEEBE: Virtually all the same issues are 
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joined against McDonnell & Company and the question of 
the filings that are stated in here are, of course, 
admissible -- 

THE COURT: Mr. Stein, an exhibit is 
being offered against your client on the foundation 
that it's signed by Mr. McKay. I asked Mr. Beebe to 
tell me what issues it bears upon. 

. MR. STEIN: I have no objection to the 
document coming in. 

x note, your Honor, there appears to be a 
siqnature of Thomas McKay. If it's been identified, as I 
understand it has, I understood there was an identifi- 


cation. 


THE COURT: Well, I will then permit it 


to be received atainst McDonnell & Company but it’s not 
received against the New York Stock Exchange. 

Ladies ah -aiauia aie this wee you in an 
anomalous position. Exhibit 97 is a letter from 
McDonnell to the stock exchange and on this state of the 
record you may only consider the contents aqainst McDonnell 
& Company and against no one else. I will aive you more 
on that when we get down to the charge of the case. 


On that basis it’s received. 


(Plaintiffs' Exhibit 97 was received in 
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evidence) 
Q Did McDonnell & Company have a loss for the 
year that ended December 31, 1968? 
A I believe they reported a profit to us. 
Q Would you -- 
A I don't know what they had. 
Q Would you direct your attention to the 
third paragraph of this Exhibit 98, the first 
sentence. Would that cause you _— or remind you 
of what their —_— or loss picture was? 
A No. This sentence speaks of revorting -- 
THE COURT: The answer is no, Mr. Bishop. 
Next question. 
0 What causes you to believe that they had a 
profit for the year 1968, sir? 


MR. BROOKS: TY object, sir. He told us 


* 


that they reported it to the exchange. 


Q Was that in a writing reported to the 
meen, sir? 

A I believe it was. 

1] Could you pinpoint that for us, what writing 
that was? 

A I believe they report it in their income 


and expense statement. 


Bishop-cross 2157 
re) You mentioned income and expense statements 
yesterday. When aer they filed? 
A They are filed in the late winter or spring 
of the year for the previous year. 


‘@) Was an income and expense statement filed 


for the year 1968 for McDonnell & Co. in the spring or late 


winter of 1969? 


A Tt's my impression that it was. I'm not 
positive. 

@) Have you in reviewing the documents for this 
trial come across such an item? 

A That's where I get the impression that 
I don't remember specifically, but I have an impression 
that I did see such a document. 

MR. -BEEBE: May I ask.that such a document 

be made available if it's readily available? 


. 


MR. BROOKS: I have it right here, Mr. 


(Pause) 

Q You testified, I believe, that the firm 
made a profit in the first eight months, it was your 
understanding, of 1968. Could you give the jury 
the ordre of magnitude of that profit? 


A No. 
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Q I show you a handwritten document and ask 

you if you can identify it? 
(Plaintiffs' Exhibit 98 was marked for 

identification) 

Q Can you identity that, sir? 

A I recognize this as a document I have seen 
in our files. It isn't eight months. 

Q I am whites asking if you could identify what 
that document is. SS 

A It's what its title says. 


Q Could you just tell us what the title says? 


A it says “McDonnell & Co., Ine., overall 


q 
g 
; 
| 


profits per INE report, 1966 to 1968." 

Q . Have you seen in the course of your prepar- 
ation for this trial nay document reflecting the vrofits 
for the first eight months? 

A I think I aia. 

Q And what. was that document, sir? 

A I don't remember that document. 

Q Sir, did there come a time when you received 
a Letter from Mr. McKay concerning che approval of 
Mrs. Murphy as a subordinated lender? 

(Plaintiffs' Exhibit 99 was marked for 


identification) 
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A I see that there is such a letter here 
addressed to me. I don't remember it and I don't know 
whether I actually saw it. 

MR. BEEBE: I offer that as the plaintiffs’ 
next exhibit in evidence. 

MR. BROOKS: No objection. 

THE COURT: It may be received. 

(Plaintiffs' Exhibit 99 was received in 

evidence) 

MR, SEEBE: May I read that, sir? 

THE COURT: Yes. 

(Plaintiffs' Exhibit 99 in evidence was 

read to the jury) 

Q There is reference to an earlier letter 
dated February 6, 1969, forwarding Mrs. Murphy's 
application. Do you recall recieving that February 6 
letter? 

A No. 


Q I show you that letter, which is Exhibit 10 


in evidence. It's addressed from McDonnell & Company 


to Mr. Etro in the division of finance. 
I may have put that wrong. That may not 
be the letter and I will just drop that line of 


questioning for the moment. 
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Q Sir, did you have occasion to give 
phdite tant approval for subordination of -- for subor- 
dinated loans to McDonnell be Company in March 1969? 

A I didn't understand what you said. 

Q Are you familiar with conditional approval 
letters? 

A Yes. 

Q Did you have occasion to give a conditional 
approval is subordinated loans for McDonnell & Company 
in 1969? 

A Probably. I remember stockholders more than 
subordinated : lenders. 

Q I show you a handwritten note from Mr. Schuette 
to yourself dated March 8, 1969, which we are markina 


as Plaintiffs' Exhibit 100. 


identification) 
Q Do you recognize Mr. Schuette's signature 
on that, initials? 


A Yes. 


| 
i 
(Plaintiffs' Exhibit 100 is marked for 


MR. BEEBE: I offer that as the plaintiffs 
next exhibit. 
MR. BROOKS: Your Honor, I object. It 


doesn't show that it’s related to MeDonnell & Co. 
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Q Is that related to McDonnell & Co., do you 
recall from your deposition when there was questioning on 
this subject? 

A I don't know. 

Q If I made a representation that I believe it's 
related to McDonnell & Company, would that cross o— 
hurdle? 


A No. 


Q I believe that all the documents produced 


to us, as has ean represented many, many times, are 
related only to McDonnell & Co. Does that cross the 
hurdle? 
A 
COURT: Mr. Beebe, to save time why 
don't you go on to something else and then come back to 
this? 
MR. BEEBE: Very well, your Honor. 
Q I show you another memorandum conveniently 
headed "McDonnell 4& Co.," dated March 27, 1969, 
marked as Plaintiffs’ Exhibit 101 for identification. 
(Plaintiffs' Exhibit 101 was marked for 
identification) 
Q Now, in March 1969 were there active discussion 


at the exchange concerning whether or not to put 
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McDonnell 6 Co. on restrictions? 

A I know I testified some time earlier about 
some time in this period, but I can't remember now 
whether it was at this time or not. I don't recall at 
the moment. 


Is there something in this memo about 


MR. BEEBE: I'm offering this memo as the 
next plaintiffs' exhibit from the exchange files and on 


the very subject. 


MR. BROOKS: I don't think that's sufficient 


foundation to introduce it at this time, your Honor, 

MR. BEEBE: I believe it's a business record 
and has been admitted as such. 

THE COURT: Business record with the stock 
exchange it's not. Now, is there some other basis 
for putting it in? This record is not made or kept by 
the New York Stock Exchange:in the reqular course of its 
business.. It may not even be by Menendetd ; or do we 
know? 

MR. BEEBE: We know it comes from the New 
‘York Stock Exchange files. 

THE COURT: That doesn't necessarily 


demonstrate it. On the other hand, is there any 
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question about its authenticity, accuracy or otherwi-e? 
Do we know who prepared it? 

MR. BROOKS: No, we don't, your Honor. 
I believe it was: found in the New York Stock Exchange's 
files but that's the best we could do. I don't recall 
any deposition witness identifying it. I don't see anv 
name on it as the author. It could have come from | 
McDonnell & Co. 

MR. BEEBE: If this is, as I helieve, 
Plaintiffs’ Exhibit 58 from the depositions -- shall we 
do this at.the side bar or right here? 

THE COURT: Come to the side bar. 

(At the side bar) 

MR. BEEBE: The answer to this particular 
one is very simple, your Honor. Before the case 
started you may recall the very first time I got. 


involved, I came down on a motion which was 


required to make a request to admit I believe under the 


rule 36 of the federal rules of ete procedure. I served 
it. Thiswas one ofthe documents, 58. 

There was a viainiccie and the admission, 
and I'm reading from the signed sworn admission: 

“Admits plaintiffs' Exhibit 58 is a two-page 


copy of a document contained in the files of the 
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exchange and prepared by the exchange in the regular 
j ; 
Hl course of business." 
I got the business record admission out of 
them already. 


MR. BROOKS: I will agree to that, your 


THE COURT: All riqht. 


(Yn open court) 


PPO RRERS CECI ee Oimane oe 


| 


. SOUTHERN DISTRICT COURT REPORTERS. U.S. COURTHOUSE | 
hag aon nrg ee A te amy Re RNa ei SN oe a Fs ecmmesgemn Sh PAO L AION FOOT ET 


etraiamaess ate i. A naan ad ei ana 


Bishop-cross 

(In open court.) 

THE COURT: It may be received. 

(Plaintiffs' Exhibit 1dlreceived in evidence.) 
BY MR. BEEBE: 

Q Now, sir, in regard to Exhibit 10l, there is 
a statement: | 
| “McKay reported that he has discussed" — this 

1969 -- 

Where is this? 

At the very bottom of the page. 

“McKay reported that he has discussed the dire 
consequences of being on restriction with McDonnell, and 
that such Lindtatiens: woke certainly harm the firm for 
many months to come.". 

But, sir, if you know were the dire consequences 
that McDonnell would suffer if placed on restriction? 

A That seems to be Mr. McKay's words, not mine. 

Q I know; I am asking you. 

A I don't care to speculate on what Mr. McKay might 
have eee: oe 

Q I am asking you your views of whether or not pinata 
McDonnell & Company on restrictions would produce dire 


consequences? 


THE COURT: No, I am going to sustain an objection 
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to that. We are dealing with this exhibit. If we are not 
dealing with this exhibit the question is objectionable 
in form. : 
Q lat ws then com back to the exhibit, sir. Was 
it reported to you in the regular chain of reporting within 
your department on or shortly after March 27, 1969, that 
McKay had said there would be dire congequences in placing 
McDonnell on restrictions? 
A I don't recall whether it was or not. 
Q Now, sir, do you have Exhibit 106 for identifica- 
tion before you, the one that there was a question of whether 
; \ 


it pertained to McDennell or not? 


Yes, 


LEE AON TEENA TE TCI Tipe memento 


Have you ever seen that memorandum before? 


A 
Q 
A I don't know. 
Q 


At your deposition on page 248 when shown that 
memorandum you want a little further. Your answer was: 
“I don't recall it but probably." 
Does that refresh your recollection that you 

probably saw it? 

A No. 

Q Your testimony two years ago w2s accurate, was it 
not, at that time, when you were under oath? 


A To the best of my recollection at that time ‘t was 


ee rereeeeaeantated ements ad 
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X don't recall anything about it now. 
Was this shown to me then by itself or with witiae 
documents? ; . 
Q I believe by itself. It was marked Exhib}’ 53. 
Could I ask another question about that: Was’ 
that memorandum referring to McDonnell's condition at - 
the time? 7 
A I don't know. 
Q Your next testimony at your deposition, at page 
248: 


"Q Would you say that Mr. Schuette's remark that 


the firm needed capital is a true reflection of McDonnell's 


condition at that time? 

"A Well, I don't have any specific reason to think 
80, but I imagine it's true from the stream of these things 
we have been looting at, it looks as though they were striv 
to either get down under 1,500 or to get a little lower 
below 1,500, whichever they were at the time." 

A That deasn't sound illogical. 3 

Q It sounds like this memo refers to McDonnell 
& Company, does it not, sir? 

A Not necessarily. Those remarks you just read 


would have been logical whether or not this referred to 


McDonnell, 
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BEEBE: I offer it again in evidence, page 


BROOKS: I certian. your Honor. 
THE COURT: Yes, shale sustained. 
BY MR. BEEBE: 
Q id McDonnell & Company need capital in March, 
A They needed excess capital. | | 
2 In other words, it is your position they were 
in compliance with the net capital requirements at that pad 
six? 
A I belieyed that at the time. 
Q Now moving to the weekend meeting to James 


McDonnell, sir, the meeting just before the Memorial Day 


weekend: do you recall that? 


Q 1969. 
A Yes. 


Q Just to set the scene, where did you meet with 


| 
| 
| 
A What year? ; | 


E tir. . McDonnell, Janes McDonnell? 

A . At McDonnell & Company, I believe. 

Q Had you ever met James McDonnell before then? 
A No -~ well, I don't think s0. 
- 


Was it late in the afternoon? 


Bishop-cross 

A I think it was in the afternoon. 

Q Did you say to Mr. McDonnell in words or 
substance that the exchange was going to shut down McDonnell 
& Company unless Mr. James McDonnell put in a million dollars? 

A I don't recall that. 

Q That eres kind of thing that would stick in 
your mind, wouldn't it? 

A No, not necessarily. 

Q You don't deny you said that, do you? You just 
con't recall one way or another? 

A I just don't recall. 

Q Do you recall whether or not Mr. James McDonnell 
put a million dollars into the company then or shortly 
thereafter? 

A I think he did not. 

Q: And the exchange did not shut down McDonnell 
& Company shortly thereafter, did it? 

A That is true. 

Q You testified this morning about Flanagan Trust 
and how the exchange did not approve the funds in the 
Flanagan Trust as good capital, sir, do you recall that? 


Yes, 


That was about February, I believe, 1969? 


I don't recall the date now. 
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Q I have Exhibit EE and Exhibit EE-1, dated March 6t 
to March ll, 1969 (handing). 
I take it fromthe last’ paragraph of Exhibit EE, 
which I will read because we have only one copy, and I 
will read it: 
“According to McKay, the firm's lawyers" -- 
MR. BR OOKS : I have another copy of that here 


if it will make it easier for you. 


MR. BEESE: Why don't X read on while you are 


looking for it. 

“According to McKay, the firm's lawyers were 
meeting with Fred Randolph to again discuss the exchange ‘s 
objection to the trust agreement covering the$l,075,000 
of potential capital. Had this agreement been approved 
in its initial form the firm would have had sufficient 
capital for the underwriting." 

Q Now, my question is how long before March 6, 1969, 
had the exchange turned down this $1,075,000? Can you give 
us a time frame, sir? 

A No, I can't. I am not even sure that it happened 
up to this date. 

Q Well, it mentions in there the exchange'‘s 
objection. When did the exchange'’s object ion first occur? 


A XI don't remember that. The objection ke is 
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referring to is with us raising the question back with 
the firm that this might not he an acceptable loan. 

Q I understand that. I am. just trying to find ovt 
how much before this March 6th this already had been 
apparently in a discussion stage. How iong before that 
had the exchange voiced its objection? 

A I don't recall that. . 

Q You testified that these funds, in any case, 
were replaced by Murray McDonnell borrowing a million dollar 
from a bank and then later on, at another point, $600,000. 

Now, when was the million dollars borrowed by 
Murray McDonnell? 

THE COURT: Isn't this a matter of letters that 
are already in the record? Do you go beyond that in this 
question, Mr. Beebe? : 

MR. BEEBE: No, sir. I don't-~ 

THE COURT: Then you have made your record. Let's 


go On to ancther subject. 


Q My question is, sir, the letters that I have n- 


" @icated here are Exhibits PPP and 000, dated May Sth and 


May 19, 1969. 

What did the New York Stock Exchange do between 
March 6, 1969, or whenever it was that it raised the 
objection and refused to accept the million dollars in 
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capital, and May 5th which is the earliest date with 
regard to the million dollars but weren't there? 

A I don‘t recall what we did in the period. I 
don‘t know why we should have. 

Q There was questioning this morning, sir, with 
regard to Exhibit 56A, and especially the attachment. I 
am going to ask you about the attachment which is the 
knowledgeability letter. 

~ 56A is a restriction letter, is it not, dated 
May 21, 1969? 

A Yes. 

Q What is the restrictive aspect of the knowledge- 
ability letter which is required in that letter? 

A | There is none. 


Q° Does the presence of a knowledgeability letter 


or the requirerent that a firm obtain a knowledgsability 


letter make it more cifficult for the firm to raise capital? 

A It might, but I would hope not. 

Q How long before that date, that is, May 21, 1969, 
were knowledgeability letters required as a matter of 
practice by the New york Stock Exchange? 

A They were not required as a matter of practice. 

Q How long before that date were knowledgeability 
letters in use in any manner by the New York Stock Exchange? 
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A I don't recall but it would have been back 
at least into the mid‘'60s on occasion. 

Q Was one purpose of the knowledgeability letters 
to assure the exchange that the firm involved had been 
cooperative in making information available to the capital 
contributor? | 

A yes, that is what it says. 

Q Was another purpose to place the contributor 
on notice that it could not hold the New York Stock Ex- 
change responsible if something was wrong? 

A Yes. 

8 Were knowledeability letters used in situations 
‘where firms had special kinds of problems? 

A Sometimes. 

Q Were knowledgeability letters given to our clients 

A I don't believe so. 

Q In 1968 and 1969 did the New York Stock Exchange 
enforce the net capital rule strictly? 


MR. BRCOKS: Your Honor, I object to the question. 


Q Was the exchange staff under great pressure in 


that tims to interpret the rule as loosely as possible 


: THE COURT: Sustained. . | 


so that firms would not be deemed in violation of the rule? 


MR. BROOKS : Objected to. 
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THE COURT: Sustained. 
Did you ever say that, sir? 
I know that I have been quoted as saying it. 
ee COURT: That is not the question. 
THE WITNESS: I don't know. 
Did you say something like that? 
I don't know. 
Who quotes you as saying that? 


I believe Hurd Baruch. 


' Se 
sees otha ety ill ae ie EB en 


Was he the only person who quoted you as saying 


I believe so. 

Did there come a time when a subcommittee of the 
United States Senate Committee on Banking, Housing and Urban 
Affairs ordered a study of the New York Stock Exchange's 


interpretation and enforcement of the net capital rule? 


(At the side bar.) 


THE COURT: I think we better come to the side 


THE COURT: Mr. Beebe, where are you going? 
MR. BEEBE: Judge Owen, in the course of the history 
of all the —— that occurred in 1968 and 1969 and later 
there came a ee when the SEC and various congressional 


committees studied precisely the issue that is joined here-- 
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MR. BROOKS: May I -- 

MR. BEEBE: May I finish my statement? It is 
very important. 4 

THE COURT: I just don't want your statement to 
waft across to the jury box. 

MR. BEEBE: We can adjourn to the robing room. 

THE COURT: The trouble:.is we are running out of 
time. I spiel: to take as little time for this as possible, 
consistent with due process. 

MR. BEEBE: Right. 

The point is, your Honor, that this man, Mr. 
Bishop, and his department and his exchange were thoroughly 
examined; he ducaceaaty and the exchange itself on the 


very question here. 


that. Of course it was. They can't gainsay that memo which 
has been called at one + polst the capstone; since then it 
has been succeeded by. other capstones; it was not an. isolate 
incident. rt was a very carefully  diecaesiiee choreography 
by the exchange in tues to justify what they did, what 
they did specifically with regard to McDonnell «& Company. 

The documents that were used -- 

THE COURT: But why are : we getting. into the 


senate report for? 
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MR. BEEBE: Coming to the senate report and the 
other wniiieiie -- Iam focusing primarily on that one case 
study, your Honor -— were specifically :directed to this 
issue of whether the McDonnell & Company's eitorctannt, 
the enforcement by the New York Stock Exchange, was in 

violation of the rules by bending the rules, or was not. 

Yesterday I objected a number of times about 
the questions coming in about the SEC. I was overrukédcon- 
sistently -—- 

MR. BROOKS: No -~ 


MR. BEEBE: You cannot isolate those investigations | 


hat'-happenedr. down in Washington when McDonnell was one 


of the big three and was, in fact, perhaps next to Blair 
the biggest of those three, that is precisely what was done’ 
here. 

If they are going to say.that McDonnell was not 
included in those investigations down there, let them prove 
s on their redirect.+ I submit that's exactly what the 
senate committee “i studying, and if I can't get those in 

' XI would offer them by themselves. 

MR. BROOKS: They have been ruled on, 

MR. BEEBE: I offer them again. 

TLE COURT: I am not quite clear. You are saying 


I allowed in-eviinee SEC matters subsequent to the demise 
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of McDonnell? f understoed r was ruling on SEC surveillance 
during the closing days here and during the closing year 
and no statements of opinion by the SEC as to this at ait, 

MR. BROOKS: That is correct. 

MR. BEEBE: I think, your vn that is exactly 
the question here. I foresee an argument coming in — 

THE COURT: I don't care what you foresee. The 
question is how do these become admissible, and for what _ 
purpose are you going after this witness with this? 1 am 
only going to rule on one @estion at atime. Are there 
things in there that you can use in normal contradiction 
of anything that this man has testified to, any oe 
in his testimony? : 

MR. BEEBE: Yes, that is exactly it. 

Take the first question we have right here, 

e “is not just quoted by Hurd Baruch; he is quoted in that 
study. « 


THE COURT: I know, but you asked him whether he 


MR. BEEBE: I would contradict him and say he 


did make it, 


es 
ever made ‘tiene statements, and the answer is "I don't me. 


THE COURT: He has admitted it is quoted, and 
that is farther than he would have had to have gone. That 
is sheen hearsay, and normally you would have to have 
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‘Baruch here to say "yes, I heard him say it." 

MR. BEEBE: That quote is not from Baruch. 

MR. BROOKS: I think it is Baruch, and the reason 
it got into the study is Baruch put it in. 

THE COURT: What is the question you are going 
to ask him? 

MR. BEEBE: Well, I don't want to rehearse all 
my questions right here -- 

THE COURT: Well, you better do it because I 
am going to rule that anything based on these studies | 
is ocut:tnless you show me how it is proper cross-examination 
ef you are going to say: Didn't this study find so and so 
and sO and so -- 

MR. BEESE::No, I am not going to ask that. 

I will just pursue this as an example of the .. 
last question: | 

Was the exchange staff under great pressure to 


interpret the rule as. loosely as possible? 


THE COORT: That is so cbjectionable in form 


‘it makes my head swim. 

MR. BEEBE: Om cross-examinat ion? 

THE COURT: Yes. It means nothing. Wiat kind 
of pressure? Who? It has no specificity whatsoever. 
What do you mean great pressure? ine cae pressure? 
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Proper pressure? Economic pressure? Illegal or self-interes 
pressure? Who knows? 

No, I wouldn't permit that. 

You are saying that the report says they were 
under great pressure. That is their conclusion. That is 


the thing you are going to have to prove to this jury. 


MR. BEEBE: In this particular example this man 


is quoted as having said that. 

THE COURT: He says "I was quoted as saying it. 
I don't remember saying it." ) 

MR. BFEBE: Then I wouldn't pursue it further. . 

THE COURT: Let's go to the next one. 

MR. BEEBE: x don't have the next one with ma. 
Let's assume it is a hypothetical and he denied -- 

THE COURT: Then you might be able to show him 
the report, mark it for identification, and ask him to 
read it and ask him if it refreshes his Sire ene and 
if it does not ‘int iunk his recollection that is the end of . 
it. 

MR. BEEBE: Well, I will pursue that route, your 
Honor. I would submit-- 

THE COURT: You pursue whatever route. you want. 

I won't rule on anything that is not before me. Then there 
is going to be a contention that there is something that 
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should be admitted that I didn't let in. All I am ruling | 


on is that this type of thing, such as thia last question, 


53 


and: +his quotaticn that is attributed to him - I wouldn't 
let you put that in evidence through the study as being 
against him, because it is not a self-sponsoring document. 


It is a conclusion of a committee. 
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MR. BEEBE: BG eheute have the study here. 
None of them am I putting in that are conclusions of 
the committee. All of them are of this nature, where a 
man is quoted as ae said somethina and I have his 
transcript in Dempsey Tegler where he also testified. 

THE COURT: Fine. Then you show it to him 
and ask him if he said that on some other occasion. 
That's another matter. You are not dealing with study 
any more. That's prior inconsistent testimony. 

MR. BEEBE: There are certain cross references 
and I will pursue it along those lines. 

THE COURT: All richt. 

(In open court) 

BY MR. BEEBE: 

Q Moving on to another area for just a moment. 
The income tax refund which you testified about this 
morning. you mentioned that one method of giving credit 
as good capital to a. potential incometax refund was to 


have the lawyers from the firm or perhaps the lawyers 


from the stock exchance qo up to Andover, Massechusetts, 


check tn see if it was around the corner, do yen remember 
thatline of tustimony this morning? 
A Yes. 


Q In the case of McDonnell & Commany did any 
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lawyers go up to Andover, Massachusetts? 

A X don't sienna that. 

Q : Noy, we have marked for identification pre- 
viously a memorandum as 63, which is the trial identifi- 
cation number, on this subject, and I would offer that in 
evidence at this point. 

MR. BROOKS: We don't seem to have a copy 
of that. , 


MR. BEEBE: I don't have any other copies 


Shall I show you this one? 

MR. BROOKS: Any one. 

(Pause) 

MR. BROOKS: Your Honor, I don't deny that 


the document is genuine and is in the files of te 


New York Stock Exchange. I don't see there is a 


foundation for it for production threuqh this witness. 
THE COURT: I will receive it. Overruled. 
(Plaintiffs! Exhibit 63 was received in 
evidence) 
Q Sir, in reviewing that do you know of any 
information outside of that memorandum, whether in 
written or oral form, concerning the status of the 


McDonnell & Company claim for a refund as of that date, 
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which I believe is August 1969. 
A August 27, 1969. I can't pinpoint that time. 
Q Sir, you testified about the sale of the 
advisory company, McDonnell & Company, and Exhibit RRR 
was marked in evidence. 

(Pause) 

That is a letter dated July 24, 1969, sicned 
by these various people from Scheinman, Hochstein & 
Trotta and McDonnell & Company, which you testified about 
earlier. 


Did that transaction, as it's set forth in 


the July 24th letter, take place, sir, or did a 


different tranaaction take place later as you testified 
this morning? 

A As I said this morning, I can't remember. | 

Q There is reference in there to subordination 
by Scheinman of $625,000, subordination ‘oan to 
McDonnell & Company *on terms acceptable to Scheinman 
and the New York Stock Exchange." — 

Did Scheinman actually make a loan to 

McDonnell & Company subsequent to that? 

A That's the same question. I can't remember. 

io) Exhibit 59 has been marked in evidence, and 


on the third page -- I believe this is a Newman memo -- 
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it states -- 
A ° What's the date? 
Q July 31, 1969, about seven days after that 
“However, Mr. Scheinman feels that there could 
not be < one until McDonnel] & Co. has had its 


audit and in his opinion that even if the audit was 


the avdit was completed.” 
A Takeover what? 


Q- McDonnell & Company or perhaps the fund, the 


i 
to start today, McDonnell would run cut of money before 


annette fund. 
A I can't answer a question if I don't know 
which it was. , , 
THE .COURT: Are you going to be lone on 
this subject? 
MR. BEEBE: No,very short. 
THE COURT: When you are through with this 
subject we will recess. 
MR. BEEBE: Yes, sir. 
A Well, they are talking about mercer or 
dckiics clearing for ite ais 
Q The last page though which you now have in 


#. 


front of you is talking about the merger, is it not? 
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A It sounds that way, although maybe even the 
clearing could be considered a takeover. 
Q What I'm directing particularly my last 
question to you today is that sentence: 

"It was his opinion that even if the audit 
was to start today, McDonnell would run out of money 
before the audit was completed.” 

Did you receive any information along those 
lines the end of Sily 1969 that McDonnell & Company 
would run out ie eens before the time it took to 
complete an audit? 

A I don't recall having done so. . 


MR. BEEBF: That's the end of that particular 


THE COURT: Ladies and ‘gentlemen, we will 
be in recess until 10 o'clock on Monday morning. 


‘fury leaves courtroom) 


(In the robing room; juror No. 4 present) - 


THE COURT: I want to chat with you. 


I noticed «sroughout this trial you have had a lot of 
trouble staving awake. 

JUROR NO. 4: It's on account because I 
work nignts. Last night I had a lot of disturbance in 


my house and I didn't go to bed until about 5 o'tlock 
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THE COURT: Well, I'll tell you, the problem 
is, as you are aware, there is a lot of money that's in 
the balance here and these are very. very complicated 
issues that these’ lawyers have ber. ‘sising for you on the 
jury to consider and I'm just concerned without your 
having heard all ofthe evidence, because I have noticed 
unhappily from time to time you just can't stay awake. 


Am I right about that? 


JUROR NO. 4: I doze off because I haven't: 


had sleep.-.-: My eyes just close. 


THE COURT: Well, I fear that I don't think 
you are going to be able to participate in this hecavse 
I tink you han missed a little too much « it. 

I want to say this kindly to you, but I thi. * 
it would be fairer to the parties and to the jury if I 
excused you. 


JUROR NO. 4: Yes. 


THE COURT: Would you understand if I did - 


JUROR NO. 4: I understand, Judge. 
THE COURT: I know you have heen with 
_these people and you would want to finish with them, 


but I have a feeling that you haven't been with enough of- 
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| 
this trial to make it fair to the lawyers and to the 
people who are going to be relying on you. 

JUROR NO. 4: I wouldn't want to hurt any- 
body's feelings. 

THE COURT: It isn't a questionof anybody's 
feelings but I have a job as a judge to see that each 
member of the jury is as knowledgeable as can be in order 
ne give a fair result here. 

JUROR NO. 4: I understand that, Judae. 

THE COURT: I have a feeling that you have 
been working nights. | 

JUROR NO. 4: I have been working since this | 
trial has been going on. 

ame COURT: I gather you do understand the 
problem I have and that you would understand that if I did 
excuse you from further service. 

JUROR NO. 4: Yes. ; as 

THE COURT: Because I hink I must do that; 


all right? 


ALL EAD ENC a mmm 


JUROR NO. 4: Yes. 


THE COURT: I'll tell you what you might 
want to do, if you want to keep in touch with these 


people and find out how things go, I'm sure they would 


be glad to tell you. 
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JUROR NO. 4° I understand you very 
clearly, your Honor. 

THE COURT: I'm sorry I have to do this, but 
I just feel as the trial judge the issues that are to be 
raised, it's inappropriate for you to stay hecause x 
think you missed too much. 

JUROR NO. 4: Yes, I understand you very 
good. 

THE COURT: Well, thanks very much. rm 
sure Mr. Dorsa will take care of the balance of the 
formalities of service and iaceces. 


(Adjourned to May 19, 1975 at 10:00 a.m.) 
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